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MEMO To: Controllers 
Auditors 
Chief Accountants 


SUBJECT: An Effective Way to Improve 
Accounting Department Efficiency 


More than 375 companies in the United States and 
Canada have proved that the IAS GROUP-TRAIN- 
ING PLAN produces satisfactory results. 


© Typical company-sponsored groups include from 
ten to 100 employees. One company has enrolled 
more than 3,500 employees in the last ten years. 


@ Another of America’s best-known corporations 
already has paid over $100,000 to IAS for account- 
ing courses for employees. 





© The enrollment fee for the IAS 25-assignment 
Basic Accounting Course (available only on the 
group plan) is $35 or $40 per employee, depending 
on the number enrolled. That course is rated as 
equivalent in scope to the typical first-year college 
course in accounting and can be completed in less 
than half the time. 


@ Other IAS courses on advanced subjects also are 
available on the group basis. 


@ The IASGROUP-TRAINING PLAN notonly im- 
proves the quality and increases the quantity of work 
performed by accounting department personnel but 
also improves employee relations. Full details of the 
program and the results it has produced are told in 
an interesting brochure, “A Thoroughly Tested 
Training Plan,” which includes a list of 100 repre- 


The brochure, “A Thoroughly sentative sponsor companies. 
Tested Training Plan,” will 

be sent without cost or obligation 

to Controllers, Auditors, re Chief e 
Accountants. Kindly address your 


tis Senter Las "4 ® ~~ INTERNATIONAL ACCOUNTANTS SOCIETY, INC. 
A Correspondence School Since 1903 


209 WEST JACKSON BOULEVARD « CHICAGO 6, ILLINOIS 
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MWalionals popular-priced bookkeeping machine 


that saves money for small or medium-size businesses 
——_ 


This National front-feed bookkeeping machine combines 
the most desirable automatic features of much higher- 
priced equipment with outstanding speed, simplicity 
and ease of operation. It will do most of your book- 
keeping automatically ... and what the machine does 
automatically the operator cannot do wrong! 

Posting is so simple that anyone can learn to operate 
it in a few minutes and accomplish more with much less 
effort. For example, Statement, Ledger and Journal are 
all posted simultaneously . . . even totals print automat- 
ically. These are only a few of the new machine’s many 
advantages. And it’s instantly converted into a high- 
speed, Duplex Adding-Subtracting Machine, too. 


THE NATIONAL CASH REGISTER COMPANY, vavron 9, ono 


949 OFFICES IN 94 COUNTRIES 





This machine sets a new standard 
of performance never before at- 
tained in a bookkeeping machine 
at so low a price! See how it will 
save time and money on your 
work. Call your nearby National 
representative today! 


*TRAOE MARK FEC. U.S. PAT. OFF 
National 
ACCOUNTING MACHINES 
ADDING MACHINES + CASH REGISTERS 
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PRICE-LESS : 
ADVERTISING : Ba 


Oddly enough, one of your bank's 
* most powerful forms of advertising 
~ doesn't cost it a cent. We refer to 
: * word-of-mouth advertising ...when 
3 * @customer recommends your bank 
* “= to a friend, a new neighbor or a 
“ * new business acquaintance, One 
z > sure way to please both old and 
woe > mew customers is to provide them 

> with checks lithographed on La 


soroervrer 


3 es, Monte Safety Papers. The high 
* oats quality of these fine papers is a 
. subtle, unspoken compliment to 
“* your customer ...and one that 
: will not go unnoticed by him. If : 
you have not yet tried La Monte: “ 
¥ ~ve Safety Papers, samples may be ob- ° o, 
os » tained from your lithographer or 
‘4 “» from us direct. ~ 


= GEORGE LA MONTE & SON 


: NUTLEY * NEW JERSEY i 
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Switching from manual typewriters to IBM Electrics 
saves dollars for you. 


electric IBM’s increase typing production by saving 95.4 


per cent of the energy required to operate a manual. 
e A whole hour’s typing requires less energy than 3 
type wr iter minutes on a manual!* 

And—the work looks better; your staff feels 
better. No wonder business firms have bought more 
than 3 times as many IBM’s as all other models of 
electric typewriters combined. 
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THE PRESIDENT’S PAGE 


ACH year since 1951, Tue Instrrute has made an award for the 

year’s outstanding article on internal auditing. This is known as 
the Thurston Award, honoring the late John B. Thurston, one of the 
founders and first national president of Tue INstiruTe. 





The fourth award, for our fiscal year ending May 31, 1954, was 
achieved by Mr. R. M. Griffiths, C.P.A., a partner of Price, Waterhouse 
& Co. His excellent paper entitled “The Internal Auditor and the Pend- 
ing Clerical Revolution” is based on an address delivered at a Pittsburg 
chapter meeting and appears in the September, 1953 issue of The 
Internal Auditor. 


In general, the quality of the articles now being published in this 
periodical are meeting high standards for substance, pertinency, organ- 
ization and presentation. There are two reasons for this: In the first 
place, enough articles are submitted for consideration to permit a high 
degree of selectivity. Second, the Editorial Committee headed by Frank 
Lamperti is doing a commendable job in reviewing and selecting the 
material. 


It is hoped that the number of papers appraised by the Editorial 
Committee will continue to increase; consequently, all readers of this 
periodical are urged to give serious thought to writing a paper on 
internal auditing for possible publication. It is not necessary that the 
paper be based on a speech delivered at a chapter meeting. I know 
there are many internal auditors who are capable of producing excel- 
lent papers who dislike making speeches. 


Let’s remember that the principal work of Tue INnstrrurte is edu- 
cational. The publication of articles dealing with the philosophy, prac- 
tices and methods of internal auditing is an excellent medium for 
attaining our objectives. Why not make a contribution to our reservoir 
of knowledge in this fashion? You will be sharing your ideas and you 
may win the highly esteemed Thurston Award. This is another way of 
engaging in “Internal Auditing for Profit.” 


—Henry DAavipson. 








YOUR 
MARKETING 
COSTS 
CAN BE CUT! 


Marketing costs are notorious for getting 
out of hand. They need careful watching. 
Expenses swollen beyond normal must be 
cut. But the big question has always been 
... WHERE? 

The answer can now be had by means of 
a NEW & ORIGINAL technique for allo- 
cation and controlling marketing costs and 
expenses for each product and for each 
class of customer. 


PROFIT 
ANALYSIS 


DISTRIBUTION COSTS, WORKING PAPERS 


By FREDERICK M. EISNER, 
B.C.S., LL.M., C.P.A. 


The FIRST book to explain modern 
MARKETING COSTS ACCOUNTING 
through clear, easy-to-follow text and pro- 
fuse illustrations. 

New technique in PROFIT ANALYSIS 
enables you to prepare statements studded 
with meaningful figures. Weak points in 
your marketing structure are pinpointed 
by mere inspection of the data obtained. 
It is your key to day-by-day accurate con- 
trol over every phase of business operation. 

364 pages: $10 postpaid. 
10 day money-back guarantee. 


F. M. EISNER, DEPT. A 
70 Linda Ave., White Plains, New York 





EXTENDING AUDITING 
INTO OPERATIONS” 


By E. F. RATLIFF 
Eli Lilly & Company 


In the course of his audit work, the internal auditor accumulates 
much of the underlying material that is necessary for the extension of 
his sphere into operations. A verification of accounts receivable can be 
much more than a check of a balance sheet item—it may reveal cus- 
tomer dissatisfaction and product acceptability. Whether or not his 
appraisal is to be extended into operations depends largely on the in- 
ternal auditor himself—on his breadth of outlook and his feeling for 
the welfare of his company. 


N considering the extension of internal auditing into operations, one 

is impressed with the difficulty of separating the financial aspects of 
internal auditing from the operating aspects. Thirty years ago, the 
person with the title of auditor might have been concerned only with 
the mathematical accuracy of certain accounts. Today, any auditing 
department which has progressed beyond that stage has probably ex- 
tended itself into operations either knowingly or by chance. Whether 
full understanding of entering into this somewhat magical field per- 
mitted full and complete use of the services which could be rendered 
is somewhat doubtful. That I believe to be evident from the recent 
replies received by the research committee of Tue INstrTuTE in answer 
to an extensive questionnaire on auditing activities. This survey revealed 
that only ten of the reporting companies listed operations as a major 
function audited. Such a surprisingly low figure might indicate either a 
very restricted definition of operations, or a disturbing neglect of a 
most important part of internal auditing. I rather think that we would 
find a combination of the two, for 50% of the companies reported 
audits of sales and purchasing. To do a good audit of sales and pur- 
chasing would necessarily lead the auditor into the operating end of the 
business. You find thus at least a degree of inseparability in many 
audits. 


*Delivered at Southwestern Regional Conference in Tulsa. 
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8 The Internal Auditor 
INTERPRETATION OF AUDIT INFORMATION 


The essential difference between an audit of operations and a 
financial audit may be found in the interpretation and use of the in- 
formation which the audit reveals. It is a difference in viewpoint. The 
chief financial officer might be well satisfied that the analysis of an 
account has indicated good control and proper handling within his own 
domain. The production manager, on the other hand, having been 
satisfied that the analysis represents a factual report, might see sig- 
nificant operating aspects emerge. 


If the internal auditor and his company are to enjoy the full bene- 
fits of his labor, both the financial and the operating aspects will be 
recognized and viewed in their proper perspective. Let us not be overly 
wary, then, of our part in firmly acknowledging that modern internal 
auditing has crossed the line into auditing operations. This is an accom- 
plished fact. Let us now reach out for a fuller comprehension of the 
mutually profitable aspects of internal audits to all staff and operational 
components of our companies. 


PROGRESS OF INTERNAL AUDITING 


Not long ago, one of our top executives related to me a conversa- 
tion which he had had with the chairman of the board of a large indus- 
trial company. The gist of the conversation was the unbounded enthus- 
iasm of this board chairman for their internal auditing activities. It 
was, of course, immediately apparent that internal auditing in his mind 
was most useful and important as an operational tool. 


I haven’t the slightest doubt that in the beginning, internal audit- 
ing in that company was concerned almost entirely with matters in the 
financial area. Somewhere along the line, an imaginative individual 
began to use information contained in the audit reports to draw some 
conclusions with respect to operations. I further suspect that out of this 
grew requests to make a certain analysis for some specific operating 
purpose. Finally, there emerged a comprehensive auditing program de- 
signed to provide top management with the data which is required to 
make intelligent decisions. 


MR. RATLIFF is a graduate of the University of Florida, and Certified Public 
Accountant in the state of Indiana. Prior to his entering military service during 
World War II, Mr. Ratliff was in the employ of Haskins & Sells, Certified Public 
Accountants. He was an officer in the U. S. Navy and served overseas with the 
Seebee battalion. In 1947 he joined Eli Lilly and Company as an internal auditor, 
and has served as Assistant Director of the Accounting Division, Assistant Director 
of the Control Division, and currently is Administrative Assistant to the General 
Manager of Operations. 


Mr. Ratliff is a member of Tue Institute or INTERNAL Auprrors and is 
presently serving on the Educational Committee, 
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This has been a natural progression in the development of well- 
organized and functioning internal auditing departments found in some 
of our industrial giants. In some of these large companies, we find 
annual budgets for internal auditing in excess of one million dollars. 
Their activities cover the entire range of auditing, both financial and 
operating. 


I do not suppose that there is a person here today who would dis- 
agree with the extension of internal auditing into operations. Certain 
it is that the natural direction of our own accomplishments in financial 
analysis, plus the geography of “on the spot” independent observations 
combined with a knowledge of operating policies and procedures, leads 
internal auditing into this most important and far reaching field! 


Let us then for a few minutes review some of the more specific 
opportunities in this area, and some of the ways in which these special 
activities may be made to bear fruit. Let’s look first at some of the audits 
of financial or accounting matters, which are performed by virtually 
every internal auditing department. 


CUSTOMER ACCOUNTS 


Practically every internal auditing department and every public 
accountant performs some auditing functions on customer accounts each 
year. It is obvious that verification of the reliability of the figures is an 
indispensable part of such an examination. Certainly no further analy- 
sis would be possible without assurance that the basic data is accurate 
and complete. 


The establishment of arithmetical correctness is, however, but a 
prelude to the more fundamental purpose of serving management as 
its eyes and ears. Management wishes to be assured that all phases of 
customer relationships are being well handled. What could be more 
basic to the well being of any company than its customers? 


If, for example, we analyze the reasons for slow accounts, we 
should by no means be required to limit our inquiry to financial or col- 
lection difficulties. Perhaps the customer feels he was misinformed on 
the use of the product. This may reflect an unsatisfactory job on the 
part of the salesman, or it might reflect an application for the product 
that was never intended. In either case, it would be an operating prob- 
lem. Many variations of such an analysis could arise, as you can read- 
ily visualize. You might be surprised to find that your associates are 
not always aware of such problems, or if they know of an individual 
problem, they might not have fully realized the trend that may be 
developing. 
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A friendly informal chat with the proper person, or a documented 
formal report—whatever is best under your particular setup—can help 
to keep your company at its operating best. 


Again, if you find in your examination of accounts receivable that 
the branch offices have been having too many corrected invoices, or if 
customers have complained about delay in receiving invoices, then you 
have found a potential or an existing source of poor customer relations. 
This is a subject of vital interest to every operating management. 

An audit of customer accounts, then, from the verification of ac- 
counts receivable to the analysis of correspondence, tells us a story that 
is of the greatest importance in the everyday operation of our com- 
panies. Be sure, then, that your operating associates get the story. 


INVENTORIES 

At least once a year, or perhaps more frequently, the internal 
auditor participates in that annual ritual known as taking a physical 
inventory. Basically, a physical inventory is necessary, in order to 
prove the mathematical accuracy of the accounting records and the 
existence of assets which are reported on published financial state- 
ments. 

But a physical inventory leads the internal auditor down several 
avenues of company operations. The auditor must, for example, go to 
the warehouse or storage areas. There he has an opportunity to observe 
the efficiency with which the material is being handled. He gets a 
fairly good impression of how well the warehouse space is being util- 
ized. Inefficient use of space can be readily translated into dollars lost, 
particularly if such space is rented. 

The condition of the inventory and the observation of operating 
policies, such as using the oldest stock first, hazardous materials not 
properly segregated, and precautions against pilferage, these all repre- 
sent problems which concern primarily the operating end of the busi- 
ness. 

Then, too, we are all familiar with inventory deficiencies. After 
we have verified what is on hand and deterznined what the records indi- 
cate should be on hand, we must endeavor to make a reasonable seg- 
regation of any differences between controllable and non-controllable 
factors. The difficulty of arriving at the proper conclusion is at times 
a deterrent. Just because this is so, however, the result is often gratify- 
ing. 


PAYROLL 
Another audit familiar to all of us is that of payroll. We seek al- 
ways to assure ourselves that we are paying out wages and salaries 
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only to authorized and existing employees, and that the salaries and 
wage rates have been properly authorized and correctly computed. 


We may also look at payrolls from the standpoint of operating 
management. Are the personnel records correct and up to date? Are too 
many mistakes being made that come to the attention of the employee? 
Despite prompt corrections, employees tend to be sensitive to payroll 
mistakes. It is only natural for them to worry about mistakes that may 
have gone undetected. Mistakes in pay calculations represent poten- 
tially one of the surest ways of destroying the confidence of employees; 
and operating management should be kept closely in touch with adjust- 
ments on payroll, not only to assure them that proper corrections are 
made, but more important, to enable them to take whatever action is 
desirable to maintain good relationships between the employee and the 
company. 


ACCOUNTS PAYABLE 


In the published literature which I have read on accounts payable 
audits—and there is a great deal of it—I find that virtually all is de- 
voted to the methods of verification. Are accounts being paid and paid 
promptly? Are all liabilities recorded? What about possible fraud? 
These and similar questions deal with the financial and accounting as- 
pects of auditing. I do not mean to undersell this phase of the internal 
auditor’s work. I do find myself feeling that we are dealing with the 
tree and not the forest. 


Top management is glad to know that the accounts are correct. 
They are glad to know that there are no unrecorded liabilities. All 
these matters are of interest to top management, but they are likely to 
be treated rather routinely. For while we must recognize that the rela- 
tive importance of particular things varies considerably between com- 
panies, these are not to the operating management of a company likely 
to be the things about which they lie awake and worry. 


What is there in an accounts payable audit that could be of sig- 
nificance to our operating people? Probably the most important thing 
in its broadest sense is relations with suppliers. This is something of 
vital concern to the welfare of the company. 

Examination of suppliers’ statements which is a part of the veri- 
fication routine, might reveal numerous instances where material has 
been rejected and returned. Perhaps this condition is not entirely the 
fault of the supplier and relations sometimes become quite strained 
before responsible supervision is aware of the condition. 


Correspondence and files may reveal other practices which are 
producing unfavorable reactions with suppliers, or indications of poor 
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judgment, or even unsound policies. The auditor who makes such an- 
alytical surveys of those things that contribute to operations as he per- 
forms his verification audit is performing in a dual role. In such a role 
he fits neatly into the definition of the profession of internal auditing 
submitted by a distinguished member of this society, Mr. A. H. Kent. 
Mr. Kent had this to say— 

“An internal audit is an analytical survey of various business 

activities, which in general uses as its base or entree, the 

various records—assigned or summarized—of the company.” 


OTHER FUNCTIONS 

Now let us look at some examples of what we might do to extend 
internal auditing into areas of the business not generally considered a 
part of the financial or accounting function. I rather think that it was 
these areas that the research survey revealed to be so little explored. 
I am thinking of functions such as marketing, production, shipping or 
traffic, research, personnel and industrial relations, and so on. 


But first, let me say that I most emphatically do not intend to sug- 
gest that the internal auditor assume the position of an all-knowing 
efficiency expert. I believe that any audits of operational functions 
should be tied rather closely to examinations of the records of the 
company. These do not necessarily have to be primary financial or 
accounting records. Furthermore, such records or documents would be 
merely the basis for analysis and observation, and would not form a 
barrier that would prevent the analysis of factors other than verifi- 
cation of accuracy. 


We must recognize, however, that all employees are interested in 
and responsible for the general well-being of their company. In a broad 
sense, then, not only internal auditors, but any person connected with 
a business function has the right and the duty to constantly appraise 
the operations around them. By the very nature of their job, internal 
auditors are particularly suited to contribute to more effective operating 
management. 


You know we speak often of management. I’m afraid that too often 
we are thinking in terms of top management and, of course, we all 
derive a great deal of satisfaction in seeing our own ideas or interpreta- 
tions translated into action by those in the top echelon. 


TWO LEVELS OF SERVICE 

I suggest to you that we have a dual opportunity to serve. Our 
service might be readily divided into two levels. The first level being 
“service to operating personnel.” The second level being “service to 
higher operating authority.” 
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It seems to me that recognition of these two levels is a prerequisite 
to the successful extension of internal auditing into purely operational 
fields. It is a recognition, too, of the practical approach to human re- 
lationships. In an audit of an operation function, you will find numer- 
ous instances of minor infractions of rules or minor inefficiencies. It 
would in many cases be unwise and unnecessary to insist on reporting 
such trivialities. Instead, a friendly feeling of mutual aid can be estab- 
lished by limiting your action on such items to a suggestion here and 
there to those doing the work. If corrections are made, and particularly 
if those responsible feel they have had a part in the discovery and in 
initiating action, you can readily understand how much more effective 
the end result will be. 


And on the other side of the ledger, to fill a report with too many 
trivialities will in many cases materially reduce its effectiveness to 
management personnel. So while we deal in a discussion of this sort 
with those phases of an audit more likely to be of interest to operating 
management, it is important to be selective and tactful in your ap- 
proach and your report as you extend your auditing into operations. It 
is operating personnel that are responsible for initiating most of the 
records with which the auditor works, and to the extent good judg- 
ment dictates, it is to this lower level that certain findings should be 
confined. 


SERVICE TO MANAGEMENT 


Let us envision now some of the ways that internal auditing of 
operations might be beneficial to operating management. It is rather 
apparent to all, I am sure that, where there are far-distant branch 
operations, and particularly branches located outside the boundaries of 
the United States, often the auditor provides essentially the only first- 
hand management representative. In these circumstances, the internal 
auditor is often vested with authority that far exceeds that normally 
given to those concerned with home office or departmental examina- 
tions. In some cases, the auditor at foreign branches carries with him 
the right to hire and fire, and in many cases, the right, and indeed the 
directive, to make policy changes. 

I would prefer here to deal with the less well-defined and less 
explored audit of operating functions open to most or all internal 
auditors— those functions to be found in the majority of companies 
represented here. 


PRODUCTION 
Many of us have a production department. Before embarking on 
an audit of the production department, I would suggest some ground- 
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work. Look over the types and kind of merchandise that is being re- 
turned. Examine the complaint files. Familiarize yourself with scrap 
disposal methods. Learn how quality is controlled. Know the personnel 
organization and job responsibilities. 


Armed with a thorough general knowledge of the department’s 
operations, you will be in a position to evaluate what you see and find. 
Thus, you may find significance in things that otherwise would be over- 
looked or dismissed as being of no consequence. 


A phase of production sometimes studied by experts, but often 
overlooked, is economical lot size. A study or appraisal of this subject 
requires consideration of the company-wide activities necessary to 
transfer an item from raw material into finished saleable merchandise. 
Many costs, such as assays, vary directly (as in our business) with each 
lot. Set-up time is an important element of lot size—and where items 
are manufactured for inventory, the storage and inventory carrying 
costs are considered along with process time. This type analysis fits into 
the company-wide experience of the auditor and can be used in audits 


of company operations to help operating management solve their prob- 
lems. 


GENERAL APPLICATION 


An operating problem of any magnitude is seldom confined to one 
department or one activity. Where the cause and the effect of a problem 
are limited to the confines of a single department or small group, 
analysis becomes rather elemental. But in operating under the theory 
of specialization widely employed today, operating deficiencies in one 
place may well be the result of a decision made in a completely dif- 
ferent segment of the business. Such possibilities are ever-increasing 
with the widespread use of staff experts. 


Perhaps, then, an audit of the shipping department will reveal 
increased expenditures in the o’ertime handling of incoming shipments 
that far outweigh any possible volume discount, or perhaps an audit 
of warehouse facilities will reveal that a rented warehouse could be 
released at savings that would exceed the economies of carload pur- 
chases. 


Find out if you can during the course of an operations audit, what 
those on the line use as a performance measuring stick. You may find 
some report isued by the accounting department is not being used for 
the purpose intended. It is just as important to find out if data coming 
from operations to accounting means the same to both. 
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WHAT OPERATING PERSONNEL WANT 


For the past few months, after spending all of my business life in 
the accounting or auditing end of the business, I have been a part of 
operations. I find that present associates in the operating end of the 
business are just as interested in the success of the company as I was as 
accountant. 


They are interested in efficiency and economy. They are interested 
in relationships both inside and outside. They are vitally concerned 
with supervision and with people. They are correspondingly interested 
in profit and loss, salvage and waste. These are the things that consume 
the time of operating management; and these are the things on which 
they will enthusiastically accept aid and assistance. 


EXTENSION IS UP TO THE INTERNAL AUDITOR 


Some of you are presently engaged in making audits of operations. 
; I y engag K P 

Most of you, and I base this statement on the recent survey, are limited 

to the financial type audit. 


Those that are now limited to financial or verification auditing 
might well be saying, “All this is fine, but how do we get our program 
extended into operating fields?”’. 


I would not wish to appear critical of anyone in suggesting that 
a partial answer may be found in Shakespeare and from the mouth of 
Cassius, who said, “The fault, dear Brutus, is not in our stars, but in 
ourselves, that we are underlings.” 


If operating management is to develop a hunger for the service of 
the internal auditor, we must first let them taste the wares. In every 
audit let your thinking clearly embrace the needs of the operating 
management as well as the financial verification. As you analyze and 
verify, ask these questions—“What are the operating aspects?”, “Who 
will be interested in this?”, “How can it be presented?”. 


As you demonstrate from time to time what you have to offer, you 
need have no fear that your services will not be appreciated and de- 
sired. Internal auditing in the professional sense has already become 
an acknowledged participant in operating management. What part will 
you as an individual take in this professional development? Will it be 
major or minor? The answer to this question, my fellow associates, lies 
not in the stars, but in ourselves. 








BUDGETING” 


By E. K. HIGLEY 
Controller, Public Service Company of Oklahoma 





If budgeting is to be effective, the original preparation, the revi- 
sions and the final outcome are the responsibility of every one on the 
management team. The budget director has the responsibility for as- 
sembly, issuance and interpretation of reports of past performance and 
future budgets—with the internal auditor appraising the control effec- 
tiveness of the budget and the related accounting figures. With these 
established, the operating executives may then correlate and adjust 
their individual plans to obtain a unified budget to meet operating re- 
quirements and profit plans. 


T is the responsibility of management to plan, direct, and control. 

In my opinion, the system of budgetary control as operated today 
in many companies affords an important tool of management function 
in that it enables management to carry out its responsibility in a more 
effective and intelligent manner. Budgetary controls are not perfect 
and no “cure all.” They cannot take the place of management. They 
can merely assist. 


As one executive said: “Proper management of any business de- 
mands the preparation of a clearly defined budget for the future, or 
that business fails. Management must determine far in advance what 
items are needed, how soon, what the cost of such purchases will be 
and from where the money is coming. Before embarking on new ex- 
pansion programs or new projects, management must eliminate those 
items which have outlived their usefulness and must reduce the cost 
of others. In privately operated business—unless the money can be 
found for a full program of work, reductions and economies must be 
studied until a clear-cut picture is developed of what must be done and 
how it is to be financed. Well managed families operate the same way. 
They do not buy what they cannot afford, but rather save and accumu- 
late to pay for the items in the budget they have set for themselves. 
Both the business and family would rapidly sink into bankruptcy if 
each did not operate on a controlled financial budget.” 


*Delivered at Southwestern Regional Conference in Tulsa. 
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A writer defines a budget as “A coordinated plan and detailed 
schedule of expected business results, expressed in money (and physi- 
cal units where appropriate), concurred in and contingently authorized 
by those responsible for attaining the results and carried out subject to 
the progressive effect of changing conditions upon the budgetary esti- 
mates and programs. Budgetary control, therefore, means the formula- 
tion and use, by a company, of definite plans for the near-future period, 
with regard for long-term prospects, in order that all phases of business 
activity may be controlled, coordinated, and directed toward achieve- 
ment of the specific managerial objectives.” My short definition of 
budgetary control is “planned operations for profit.” Sound operations 
form a basis for regular employment and a virile and growing concern 
affords an opportunity for advancement for its employee family. 


PRINCIPAL REQUIREMENTS FOR SUCCESSFUL BUDGETING 


Someone must be definitely in charge of the budgeting procedure. 
This should be the chief executive or the executive assistant to the 
chief executive. A controller, as director of the budget, who takes that 
word director too seriously, is headed for a fall. He cannot command 
or order the operating people around. The final responsibility for ad- 
ministering the budget should be with top management; effective bud- 
geting cannot be accomplished without the full support of the chief 
executive. 


Some of the duties of a budget director are as follows: 

1. Prepare budget forms and instructions. 

2. Supply all executives with an analysis of the company’s past 
performance to help guide them in future planning. 

3. Receive preliminary estimates, review and revise where neces- 
sary. 

4. Keep all executives informed as to actual operations compared 
with the budget. 


5. Don’t permit any one on the budget staff to have an indifferent 
attitude toward budgets. 


The accounting records must disclose the company’s past perform- 
ance to guide the future program. What was sold? What were the 
costs? How much profit was made from these sales? When and where 
were the sales made? Studies of markets and new products should be 
made which, of course, must be coordinated with capital needs and the 
means of financing. Here is where the internal auditor can be of great 
help. He at least has verified the accounting records as being a true 
picture of past performances, and management can accept them with 
confidence in its planning for the future. Verification of actual results 
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compared to budget estimates should also be made, and reports should 
be given to the budget director as a guide in future budgeting to indi- 
cate whether the budget should be revised or whether a supplemental 
budget should be prepared. 


The internal auditor, by his check, should be able to judge if pro- 
duction methods are adequate. This in turn may bring about important 
changes in capital expenditures and financial plans. Proper analysis of 
reasons for increased cost should be made. Management is interested 
not only in the increased dollars spent but also how much increase 
is caused by changes in unit price, quantity or results from efficiencies. 
Those internal auditors who are more than checkers can test the effec- 
tiveness of the reports to management. 


One advantage of budgeting is that it will bring out weaknesses, 
as well as strength, in the organizational structure. The budget cannot 
be successful until the work of all groups has been coordinated and 
definite lines of authority and responsibility established. Once in my 
experience an investment budget was increased 25% to 30% three dif- 
ferent times in the short period of six months. Investigation disclosed 
that this resulted from a lack of coordination among departments. 


The internal auditor should play a very important part in the 
study of organizational lines of authority. He can verify the accuracy 
of budget standards. He can ascertain if the budget is an effective sys- 
tem of control. He should be just as much concerned over budgetary 
controls as he is over internal controls. Educational meetings should 
be held to obtain cooperation and maintain interest if the operation 
of the budget is to be successful. Budgets must be sold up and down 
the line. Do it enthusiastically. If you are working for a company which 
has a budget, help sell it! 


When budgets are made and then constantly changed, the people 
who are trying to operate by these budgets soon decide “its the same 
old stuff” and do not respond to them. Now, I think this is a rather 
natural reaction and is caused by what, in my opinion, is a faulty pro- 
cedure. The budget is made at the top and passed down. It then becomes 
an order or directive which the party who is required to aetna has 


MR. HIGLEY is Controller of the Public Service Company of Oklahoma. Prior 
to his present affiliation, he was assistant controller and head of the tax department 
of a firm of management consultants, and was assistant controller of the Central and 
Southwest Utilities Corporation. 


Mr. Higley holds an L.L.B. degree from the Boston University School of Law 
and is a member of the bar of the state of Texas. He has done graduate work in busi- 
ness administration at Boston University and at the University of Chicago and is 
presently on the faculty of business administration of the University of Tulsa. He is 
a member of the Tulsa chapter of National Office Management Association and is a 
charter member of the Tulsa Control of Controllers Institute of America. 
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had no part in making. It is something drawn up by the budget depart- 
ment as a “standard” of operation. Standards have their place particu- 
larly in a manufacturing concern as a means of stimulating economies 
in production. I feel a budget must be realistic and should not be used 
as a threat to needle anyone. It should reflect what may reasonably be 
expected under a given set of circumstances. It is entirely possible sev- 
eral budgets should be prepared, assuming variable circumstances. 
Those responsible for the accomplishment of the plan should have a 
very important part to play in the creation of that plan. That is the 
only way to obtain active cooperation and participation. 


If you are interested in a check list of “Do’s and Don'ts for Suc- 
cessful Budgeting’, I would like to refer you to the December 1950 
issue of the “Controller”’.* 


ADVANTAGES OF BUDGETING 


A budget forces a group to base action on thorough investigation, 
study, and research. One of the first advantages of budgeting is that it 
brings the executives to an early study of their problems and develops 
the habit of careful study by the organization before joint action is 
taken. Many a capital commitment, which carries with it increased 
fixed charges, may be avoided by making changes in operations of exist- 
ing equipment. 


As an example of inadequate research let us take a manufacturing 
company with a budget showing a 50% increase in sales which failed 
to consider that the plant was already running at 80% of capacity. No 
new plant was budgeted and no provision for purchases from others 
was made. It was purely an ‘ivory tower’ budget and not realistic. 


A budget also brings about teamwork and defines objectives for 
the entire organization. Basic policies should be reexamined and revised 
if necessary. In a study, “The Impact of Budgets on People”, made by 
the Controllership Foundation, this statement is made: “Of all the fac- 
tory supervisors interviewed, 45% chose the budget department as the 
most important to them, while the others listed it as the second most 
important department.” 


A budget should compare the company’s activities with the ex- 
pected general trend of business. Business moves through periods of 
fluctuations. These movements can be used as signals for activity or 
retrenchment. A budget provides a control of business operations, which 
prevents waste and reveals organizational weakness, as well as strength. 


*Published by The Controller Institute of America, One East Forty-second St., New 
ork. 
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Capital and effort are guided into the most profitable groove by a 
balanced and unified program. Before money is spent, serious study 
should be given as to where the money is coming from, what amount 
can be profitably spent, and what results can be expected. This is par- 
ticularly important to utilities which have an investment of over 
$80,000 per employee and for oil companies which have an investment 
of nearly $50,000 per employee. 


The budget coordinates and correlates the effort of all divisions. 
This could be the most important purpose of budgeting because of the 
fact that one division may be retarded by the uncertainty of the pro- 
gram in other divisions. This brings up the importance of constant re- 
view and revision of the plan. If changes are brought about by unfore- 
seen situations in certain divisions,which would affect other divisions, 
the program should be quickly readjusted and all divisions informed. 


The success of business budgeting should not be measured by the 
nearness of the final result to the original plan, but to the extent that 
all executives know at all times what the immediate program is and 
the extent of their respective responsibilities. Let me illustrate: Many 
times those engaged in line operations say—“You fellows in the general 
office never look at anything else but the figures. We have people to deal 
with, production schedules to maintain, and we cannot sacrifice our 
relations with our customers.” Certainly production has to be main- 
tained—but are you going to go broke doing it? Without customers no 
one in the company family is going to have a job—but are you going to 
destroy your substance in maintaining these relations? Balance must 
exist between all these factors. 


On the surface differences between “finance” and “operations” 
appear to be in direct conflict with each other and the task of solving 
them insurmountable. However, they are not insurmountable if proper 
understanding and tolerance on both sides are achieved. The life blood 
of the group is dependent on how the “figures” come out. As one execu- 
tive has said: “operation is a matter of economies.” Salaries cannot be 
paid, service to customers cannot be the best, new money for expansion, 
(which in turn creates new jobs) cannot be obtained unless a strong 
financial position is maintained and earnings are forthcoming. For in- 
stance, in our operations for one year we sustained some very heavy 
losses due to flood and storm damage. It meant an immediate and effec- 
tive rearrangement of our spending program if we were to change a 
loss into a profit. Word went out—budgets were re-examined—changes 
made—no one stopped to consider whether he worked in finance or in 
operations, we all tightened our belts and contributed our bit to the 
overall problem. We did it graciously—a member of the family was in 
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trouble. The problem was overcome. This could not be done unless 
everyone understood that the budget function was an overall plan to 
which everyone on the team was committed. 


So I say the most important advantage in budgeting is the coordin- 
ation and correlation of the mental and physical energy of everyone on 
the team—every member of the company family. Knowledge is power 
and with each member of the team knowing the plays and understand- 
ing his part as it affects him individually and as it affects the team, 
the success of “operations budget” is assured. 


BUDGETING PROCEDURE IN MY COMPANY 

At this point I would like to explain briefly our budgeting pro- 
cedures. In the first place we budget on an annual basis. Toward the 
end of each year we prepare a detailed budget for the next calendar 
year, and with lesser detail for the next four years. That budget includes 
a forecast of sales, expenses, including a separate labor budget, construc- 
tion, cash requirements and methods of financing. Everyone engaged in 
budgeting has before him the previous five-year forecast as well as his- 
torical figures for as many as 10 to 15 years. The current year’s opera- 
tions are also available up to and through August or September depend- 
ing on just when the budget operations begin. These data are developed 
both figure-wise and chart-wise. The charts are most important as they 
show at a glance trends, and deviations from trends, caused either by 
business cycles or the effect of previous internal planning. 


General instructions as to the preparation of the budget are pre- 
pared in the general office. These instructions contain any new or re- 
vised administrative procedures as well as any general over-all guid- 
ance that seems appropriate. This part of budgeting is most important. 
If not well thought out and communicated, it can give rise to many 
headaches and cause a flare up of tempers—to say nothing about the 
additional work entailed in making changes and revisions caused by 
the injection of new thinking during the process of building up the 
figures. Yet you cannot get away from the fact that the people making 
the decisions or setting the pattern are human. Errors made must be 
corrected. Here the Controller can be helpful in two ways. First, cer- 
tain proposed corrections, although important to the man making them, 
may in the ultimate have little or no effect on the over-all objective; 
and, if the Controller is a good salesman, he can have them stopped. 
Second, if he is resourceful, he may be able to work into the over-all 
master budget the desired revisions without upsetting the field work. 
I repeat, any agreed-upon changes should be promptly communicated 
to those affected. Along with the general instructions a set of duplicate 
forms for the accumulation of the desired information is sent to the 
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field. One copy is to be returned to the general office and one copy 
retained in the originating office. 


We require that the sales budget, showing dollar sales, kilowatt 
hour units, peak demands and customers be returned first. These are 
studied and analyzed in the general office. Revisions are made after 
consultation with the division managers. Once these are tentatively 
approved, they are turned over to the production department. This 
department then proceeds to “load” plants and develop the operating 
costs necessary to produce the energy required. I should say here that 
the kilowatt-hour requirements have already been developed by months 
so that “production” can load plants based on peak monthly loads. Their 
problem is to produce the energy in the most economical plants and 
operate costly standby plants only when absolutely necessary. 


While this activity is in progress, transmission operations and dis- 
tribution operations are being studied. There is a continual flow of facts 
and figures back and forth between those engaged in line operations 
and the general office staff. Cost studies are in progress, maintenance 
programs are set, or reset, dependent upon existing conditions, fore- 
casted load growth and the ability to spend. In all companies and ours 
is no exception, certain things which are desirable but not necessary 
only find their way into the budget if there is room for them. 


General office departments are not neglected in this budget “go 
round”, They are also preparing their figures, adding, subtracting, re- 
arranging previous forecast figures to meet present conditions and 
present objectives. Some three years ago we completed our program of 
managerial accounting. Now accounting data are available for each 
department showing the history of their spending in summary form 
and in detail. You can well imagine the cry that went up when this 
procedure was first inaugurated. “Oh yes, it is all right for the field 
to be budgeted, but not me! — my spending is fixed — I can’t do any- 
thing about it,” said general office. But executive orders went out and, 
while the year’s figures were faulty, comparison of the 1954 spending 
program of these departments with estimates made over a year ago, 
showed aggregate differences of less than 1%. 


So far I haven’t mentioned what is going on in construction. This 
is having a most thorough going over. We are now spending in one 
month what we used to spend in one year. In connection with this 
budget, we require a listing of each proposed project together with the 
economic justification to support its need. It must create increased 
revenue or cause decreased expense. We realize, of course, that some 
projects cannot be so justified and these in particular, are given minute 
study before being placed in the budget. The forms for reporting con- 
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struction are more elaborate than any of the other forms. In addition 
to showing the economies of each job, the estimated spending by months 
is also shown. Obviously, a careful construction budget is necessary 
for the preparation of the cash budget. I might say here that the pro- 
duction department plans as far as twenty years in advance in order to 
have plenty of power to meet the needs of our customers. 


We now come to that phase of the work which falls primarily on 
the Controller’s department viz., summarizing the figures and setting 
them up in income account form, and in a cash flow statement. Various 
methods of financing are studied and a tentative plan is set. We com- 
pute depreciation, taxes and interest, then finally come down to net. 
Now do you think we are through? No, that is just a preliminary set 
of figures. We never yet have come out right the first time. But now 
we have something into which we can put our teeth. Weak spots and 
strength now become apparent. Adjustments can be made intelligently. 
Each division manager and each department head now reviews in de- 
tail his proposed plan in a joint meeting with the chief executive, the 
superintendent in charge of operations, and other executives as seems 
desirable. Over-all plans are discussed, methods of operations reviewed, 
and as you can well guess no one comes out of that meeting with a 
100% approval. New figures are developed—maybe two or three addi- 
tional sets—but when they are finally approved the budget is accom- 
plished. It becomes our plan of operations for the forthcoming year. 


SUMMARY 


1. Budgeting in its broadest sense means charting a definite course 
for the purpose of attaining a definite goal. It should not be a 
mere projection of past accomplishments. Past trends may be a 
source of considerable assistance, but changing conditions play 
an important part. 


to 


A well defined budget is a plan to assist management. Properly 
used, it will have a marked influence on the operating efficiency 
of any organization. It should not stifle initiative nor limit pro- 
gressive accomplishment; rather it is a goal or forecast of what 
may be reasonably expected. On such a premise, management 
makes important decisions and commitments. 

3. Every officer, manager, and those assistants who are held ac- 
countable for the successful accomplishment of the budget 
should have a voice in its preparation. This will engender a 
spirit of cooperation and understanding which can be accom- 
plished in no other way. 

4. The budget should consist of as few forms as possible and entail 

a minimum of clerical effort in its preparation. This I consider 








24 


The Internal Auditor 


very important. The forms should be self explanatory in every 
way. Many budget plans fall short of their goals because of 
multiplicity of detail and the effort required to supply it. This 
results in the use of expedients by people preparing the budget 
who become so interested in getting the budget finished, that 
they lose sight of the real value and purpose of the budget. 


Budgets are a potent force in business, since they regulate the 
spending of money within the limitations of resources (and I 
include borrowing power as a resource) provided—and this is 
very vital—provided the budget is ably administered. You all 
know, I am sure, no system works by itself. It must be worked, 
worked by people working together. 


INTERNAL AUDITING -- 
A MANAGERIAL DEVICE 


A Symposium Presented In 
THE HOUSTON EXECUTIVE DEVELOPMENT PROGRAM 
FOR MIDDLE MANAGEMENT 
At The University of Houston 


THE NATURE OF INTERNAL AUDITING 


By GEORGE W. LAFFERTY, C.P.A. PhD. 
Manager, Cheatham, Brady & Co. 


For many years the internal auditor functioned primarily as a pro- 
tective device of management against defalcations of one type or an- 
other. The present day internal auditor still bears the cross of his an- 
cestors. However, the job he does today is far and above that of protec- 
tion against defalcations. True enough, that remains one of his duties, 
but it is a secondary one. 


As a result, primarily of developments which have taken place 
subsequent to 1940, the internal auditor has become a strong arm of 
management. The internal audit division is a staff function which 
fundamentally is responsible to top level management. The position of 
the internal audit division in the U. S. Steel Corporation is typical of 
the more desirable line of responsibility. In this instance the various 
internal audit divisions are responsible to the U. S. Steel Corporation 
officers in Pittsburgh for reporting their findings. In this manner an 
independence is gained from local areas examined by the auditor. These 
remarks are not intended to mean that the steel corporation is indif- 
ferent to local units, for their auditors maintain a close working rela- 
tionship with the areas they examine and review their findings with 
local management prior to reporting. 


The contemporary internal auditor provides an independent analy- 
sis of management functions with the view toward assisting, through 
such an analysis, in improving company operations. Internal auditing 
is not limited to reviewing financial activities. Its most important func- 
tion, among many others, lies in the realm of surveying company prac- 
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tices and policies in every area of management. Typical of these areas 
are purchasing, selling, distribution, cost controls, financial or treasury 
accounting and special areas of management. 


The internal auditor provides a link between top-level management 
and operating management which functions to provide top-level man- 
agement with the information it needs to institute corrective mea- 
sures for the improvement of corporative practices and policies. It 
might be well, at this point, to interject some definitions of manage- 
ment as I am using the terms. By top-level management is meant Presi- 
dents, Executive Committees, or Executive Staffs which have a place in 
the management structure just subordinate to the Board of Directors 
which itself is, in effect, the policy-making management. Intermediate 
management is a term used to refer to management at the department 
or division head level. The first level of management includes foremen, 
line supervisors and others whose functions are sometimes termed exec- 
utory or immediate supervision of productive processes of one kind or 
another. 


The services that the internal auditor renders to the foregoing 
levels of management vary in each case. I am going to attempt to sum- 
marize, in rapid fashion, the manner in which the internal auditor 
serves each level. 


Policy-making management, or the Board of Directors, is served in 
a somewhat intangible manner. Its benefits stem principally from the 
services rendered by the internal audit department to top-level manage- 
ment which enable such management to better carry out policies as 
established by the Board of Directors. 


Top-level management is serviced through the medium of properly 
designed reports which enables it to measure operating deficiencies or 
merits and to institute policies and practices which will result in im- 
proved business operations. 


Intermediate management is serviced through the means of an 
independent review of its activities by personnel skilled at such reviews 
and the provision of a link between itself and first level management. 


In respect to first level or executory management, the internal 
auditor has a marvelous opportunity to bridge the gap between such 
management and management of the upper echelons. It goes without 
question that executory management is most familiar with the prob- 


MR. LAFFERTY earned his Ph.D. at the University of Texas and is a C.P.A. 
of that state. He was formerly a professor of accounting at the University of Alabama 
and is presently associated as Manager with Cheatham, Brady & Co., C.P.A.’s in 
Houston, Texas. 
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lems of production, be it the production of banking services, or the 
manufacture of an airplane and its accessories. The internal auditor 
can ascertain from such management the practical operating aspects 
of established practices and procedures and determine whether or not 
such practices and procedures are practical of application and whether 
or not such matters can be modified to become more effective in their 
accomplishments and to improve company operations. It is my opinion 
that the internal auditor has one of his greatest opportunities in this 
area of management. 


With respect to the importance of practical human relations to the 
internal auditor in the performance of his duties, there is no one among 
us who thoroughly enjoys a searching examination of his duties by an 
outsider. This is exactly what happens when an internal auditor does 
a job. Accordingly, to best perform his duties, the auditor must exert 
his best efforts to make the management reviewed conscious of the 
constructive up-leveling character of his work. Similarly, the manage- 
ment area reviewed must understand the nature of the auditor’s work 
and h’s objectives. These factors must be present for the internal auditor 
to realize the maximum results from the performance of his duties. 


It is hoped that through this outline, you have obtained a broad 
comprehension of what the internal auditor does and the manner in 
which the internal auditor services management. Of necessity the sub 
ject has been discussed on only the very broadest basis. The papers 
which follow will provide you with a more specific and concrete pic- 
ture of the work of an internal auditor. 


THE ORGANIZATION OF AN INTERNAL AUDIT DIVISION 
AND ITS RELATIONSHIP TO OTHER AREAS 
OF MANAGEMENT 


By JAMES A. KRAUSE, C.P 

Tax and Budget Supervisor, Union Sulphur and Oil 

To understand the nature of the role played by internal auditing, 

and the basis for the most effective use of this special technique, it is 

necessary to understand the relationship of internal auditing to other 
areas of management. 


Each of us is interested in making a success of his chosen profes- 
sion. An internal audit staff, to be successful, must be properly organ- 
ized and its activities directed by competent personnel. The classifica- 
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tion of the personnel who compose the department may be by rank: as 
executive, senior, semi-senior or junior; by operating division: as fac- 
tory, retail or warehouse; by location: such as home office, division, or 
traveling auditors. In any event, it should include all of those individu- 
als who are engaged in internal auditing activities under the direction 
of the general auditor as distinguished from activities which are a part 
of the current accounting operations. 


Possibly the greatest problem in organizing an internal audit staff 
is the selection of personnel. The varying nature of internal audit pro- 
grams calls for a man of unusual ability. He must combine the qualities 
of professional proficiency with the ability to work with people. The 
emphasis, in my opinion, should be on the latter. Changes, corrections, 
recommendations and the like must be worked out tactfully, and as far 
as possible, by suggestion. New ideas and improvements must, in many 
cases, be reared slowly in the face of traditional viewpoints; to do this, 
the auditor must be something of a salesman. The further qualifications 
of the staff auditor may usually be grouped into those which more 
directly concern his professional ability and those of a more personal 
nature. One qualification in the first group is the ability or inclination 
toward analysis and investigation, particularly in a financial sense. 
Coupled with this inclination for analysis, the auditor must possess a 
good imagination in order that figures can be visualized as representa- 
tions of events and current realities. There is also the matter of judg- 
ment. This qualification means the capacity to make evaluations of the 
various factors involved, weigh their significance and potential rela- 
tionships, determine which is the most important, and arrive at a 
well-considered decision in a reasonable length of time. Finally, the 
auditor must be able to express himself clearly, convincingly, and logic- 
ally, both orally and in writing. 


Where will we find the man with these attributes? In my opinion, 
it is more desirable to organize the department with personnel selected 
from other departments within the company. These people will form 
a desired core at least partially familiar with phases of the company’s 
eccounting and operating procedures. Once the department is organized 
and functioning, new college graduates should be recruited, along with 
the inter-departmental transfers. 


MR. KRAUSE is Taz and Budget Supervisor for Union Sulphur and Oil Corpor- 
ation in Houston, Texas. In addition to extensive experience in the petroleum indus- 
try, he has been employed in the public accounting and management service field 
and served in the U. S. Navy with the Petroleum Administration for War. 


Mr. Krause received his B.B.A. degree from the University of Texas, is a C.P.A. 
of that state and has attended the Harvard Graduate School of Business Administration 
and the George Washington University Law School. 
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The employee, once selected, must be properly trained if he is to 
function efficiently. Each man must become familiar with the com- 
pany’s accounting manual and operating procedures. During the course 
of study, he must learn to appraise the effectiveness of current office 
work procedures and accounting routines. 


We all know that the nature of a company’s operation is normally 
in a state of constant change. New products may be added or old ones 
discontinued; new methods of production or purchasing may be 
adopted; changes may be made in the assignment of responsibilities 
through shifts in the internal organization. Adapting procedures to 
cover new methods is a constant problem in internal auditing, which 
the auditor must recognize. The most proficient accountant analyzing 
accounting records in minute detail, detecting errors, and calling atten- 
tion to deviations from the established procedure is useless unless he 
can couple these observations with an analysis as to the cause of such 
errors and an appraisal of the accounting procedures as they relate to 
internal control over company activities and assets. 


In the particular case of our company, we are as much interested 
in improving accounting methods and established procedures to better 
meet current operating problems as in detecting minor accounting er- 
rors; and certainly, we must be constantly on the alert to act as a 
clearing house of ideas. Suggestions by field personnel and persons in 
other departments must be analyzed for effectiveness, and careful con- 
sideration given to presentation of these ideas to top management. The 
cardinal sin of not giving credit to the individual proposing an improve- 
ment must be avoided. In reporting to the management, it would be 
well to name the individual suggesting the change, discuss his ideas and 
suggested procedure, followed by a recommendation by the audit de- 
partment. To the auditor also falls the task of carefully explaining to 
those who question the procedures why certain procedures are being fol- 
lowed. 


Through the attributes of selected personnel, carefully trained in all 
phases of the company’s operations and procedures, we can obtain the 
desired result of a properly organized internal audit department. In my 
opinion, the proper organization of the department is primarily based 
upon the integrity of the personnel rather than a theoretical chart of 
line and staff organization. 


The question of to whom the general auditor should report has 
been a subject of much discussion in our profession. In our company, 
we report directly to the president. In most companies, however, the 
audit staffs report to the comptroller or other chief financial officer. It 
is desirable in all organizations that the auditor report to an officer of 
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the company high in the organizational structure so that recommenda- 
tions by the audit staff will be given the proper consideration. 


Let us now examine the relationship of the internal audit depart- 
ment to other areas of management. The department must have a suit- 
able status within the company organization. It must be independent 
of the departments which it will review and appraise. Where the in- 
ternal auditing department is under the jurisdiction of the accounting 
department or any operating department, it cannot have the independ- 
ence necessary to criticize that department in a sufficiently vigorous 
manner if necessary. This does not mean that the internal audit de- 
partment should be given authority over any department, but only that 
the department in question will not have authority over the internal 
auditing group. First, we will discuss the relationship with the company 
as a whole. 


The work of the internal auditing department is so intimately 
related to other departments, such as accounting, property records, 
treasury, and operation, that the work must be coordinated with the 
work of these departments. When the various departmental activities 
appear to be in conflict, compromises must be effected and the best 
interests of the company as a whole preserved. Very often, the internal 
auditing department plays the role of umpire when these conflicts of 
interest appear to exist between departments or divisions of the com- 
pany. This problem is a matter that requires great tact on the part of 
the auditor. Where conflicts are noted, discussion of the problem will 
often impart an idea of change on the part of the department head 
under audit. The auditor is successful when he is able to have the de- 
partment head suggest a change that the auditor is trying to make. By 
agreeing that his suggestion is appropriate, the goodwill incurred often 
helps the auditor in other matters not so agreeable. 


Next, something should be said of the relationship between the 
internal audit and general accounting departments. The situation often 
occurs that a feeling of resentment arises in general accounting groups 
because they feel the auditor’s hindsight on problems enables him to 
criticize certain matters that do not call for judgment on his part when 
accounting problems arise. Each of us can certainly visualize that if we 
have an automobile accident, the thought arising would be: “I should 
have stopped at this intersection.” By approaching departmental audits 
in the right manner, the persons contacted will volunteer information 
that might take the auditor days to uncover, and a friendly attitude will 
exist between the employees and the audit staff. The staff auditor who 
is seeking to do his work in accordance with given standards realizes 
the necessity of enlisting the cooperation of the company personnel with 
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whom he cames in contact. At the outset there is likely to be a suspicious 
and perhaps resentful attitude taken by the employees toward the audi- 
tor. It is the first task of the auditor to break down that feeling and 
to convince the employees that he is not a detective; that instead, he is 
motivated by sincere objectives of helpful and constructive service. By 
use of tact, a willingness to help and a generally courteous attitude, the 
auditor can win needed cooperation and stil] accomplish his major 
objectives. One fair test of the auditor’s success in this regard is whether 
his periodic visits to a company office are genuinely welcomed and his 
presence viewed, not as a cause of alarm, but as an opportunity for 
real improvement. 


I cannot think of a more important test than when the auditor 
visits field locations away from the home offices. This relationship be- 
tween the audit staff and the operating personnel in the field locations 
is one of the most important aspects of the auditor’s work. 


It is rare when the auditor visits these offices that he is not ques- 
tioned on the propriety of nearly every accounting procedure in exist 
ence. Operating personnel are concerned primarily with sales, produc- 
tion and transportation. In a large part they view required forms and 
records as an evil necessity required by the home office. Often meticu- 
lous stock issues and stock records are viewed as a reflection on their 
honesty. A skillful auditor can overcome these viewpoints by explain- 
ing the necessity of preparing and the usefulness of their reports in the 
home office. Certainly any person will produce better records when he 
knows they are important, and that, in preparing them, he is benefiting 
his company. 


THE MANAGEMENT BENEFITS ARISING FROM THE 
INTERNAL AUDIT DIVISION SERVICING THE 
INDEPENDENT PUBLIC ACCOUNTANT 
IN HIS AUDIT EXAMINATION 


By ROY E. BURKE, C.P.A. 


Managing Accountant, Price, Waterhouse and Company 


The growth of internal audit staffs and expansion of their activi- 
ties during the past ten or fifteen years has closely paralleled that in 
the public accounting profession. This expansion indicates that manage- 
ment is fully cognizant of the many benefits of internal auditing, not 
the least of which is servicing the independent certified public account- 
ant in his examination of the accounts of a company. One of the most 
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tangible management benefits from the properly directed activities of 
an internal audit staff is a financial one—a saving which may be made 
in the fees charged by the certified public accountant, or outside auditor. 
This saving can be effected by utilizing an internal audit staff to carry 
out certain procedures which would otherwise of necessity be under- 
taken by the outside auditor. It logically follows then that, to realize 
the utmost benefit in this area, management should endeavor to coord- 
inate some of the activities of the internal audit staff with those of 
the outside auditor. At the risk of repeating some things already said, but 
before commenting upon the areas and methods through which the work 
of the two groups can be coordinated for the benefit of management, it 
might be well to preface my remarks with a brief resume of what I 
believe are the fields and objectives of the two groups. 


Internal auditing may be defined as the organized activity on the 
part of management to ensure proper adherence to company procedures 
and policies, operating as well as accounting, and to secure the bene- 
fits of objective verification and constructive analysis as well as apprais- 
al of the accounting, financial and other aspects of the company’s oper- 
ations. It is the internal auditor’s duty to report, not only errors of fact, 
clerical errors, and improper or unauthorized actions, but also to report 
failures to carry out or deviations from prescribed accounting pro- 
cedures and instructions of management and to make constructive criti- 
cism of accounting and operating policies. In some ways the work of 
the internal auditor is the most difficult and important of all those who 
have the right or duty to examine the accounts and records of the 
company. His work can and should be the foundation on which every 
other auditor builds. 


The internal auditor is expected to undertake more exhaustive de- 
tail inquiries than the outside auditor. As a result he is specifically 
and thoroughly acquainted with his particular company and industry, 
and therefore is likely to have a better grasp of technical matter than 
has the outside auditor. Thus the internal auditor will usually be espec- 
ially qualified and adept in dealing with investigations of a particular 
feature of the company’s records. This familiarity of the internal audi- 
tor can be utilized by the outside auditor in dealing with technical 
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phases of the company’s accounting activities in which he cannot be 
expected to be as equally well versed as the internal auditor. 


The outside auditor renders many types of professional accounting 
services. As far as management and the general public are concerned, 
the most important service is the expression of a professional opinion 
that the financial statements of a company present fairly the financial 
position of that company as at a specific date and the results of its oper- 
ations for a specific period; that the statements were prepared in con- 
formity with generally accepted accounting principles; and that such 
accounting principles have been applied on a consistent basis. In expres- 
sing a professional opinion, the outside auditor must have reasonable 
grounds to support the opinion he expresses. He might believe that the 
statements “present fairly” etc. but he is not justified in the expression 
of an opinion until it has been supported by an examination of ade- 
quate evidence in accordance with generally accepted auditing stand- 
ards and procedures. 


The outside auditor has a broad general experience in many fields 
of accounting and auditing and in a wide variety of companies and 
industries. This gives him a wealth of background that materially in- 
creases his value to management and to the internal auditing staff. 


It is evident from the foregoing statements that the knowledge 
and experience of each group complements and supplements that of 
the other. Only if it is properly coordinated can the work of the two 
groups provide maximum benefits to management through assurance 
as to the effectiveness of the system of internal control and the depend- 
ability and fairness of the financial statements. 


That the work of the internal auditor is important to the outside 
auditor is given credence in a Statement on Auditing Procedure issued 
by the American Institute of Accountants, wherein it also distinguishes 
between the natures of the work of the two groups in the following 
language: 


“Internal auditing departments are an important part of the sys- 
tem of internal check and control, particularly where a concern 
has numerous plants or offices. The work of the internal auditor 
reduces the volume of testing and checking required of the inde- 
pendent auditor. However, the objectives, purposes, and points of 
emphasis of the two are by no means parallel. An internal audit 
stresses particularly the accuracy of the bookkeeping records, the 
fact that they conform with standard accounting procedures of the 
concern and the discovery of irregularities and possible shortages. 
The independent auditor also has these matters in mind but they 
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are not his primary objective. He concerns himself more particu- 
larly with the soundness of the judgments of the management as 
reflected in the financial statements and their conformity with 
generally accepted accounting principles and conventions.” 


While the scope and nature of audit procedures are left to the out- 
side auditor, it is well established that auditing procedures are based 
on test checks and the extent of these test checks are predicated on the 
effectiveness of the system of internal accounting control. This premise 
is concurred in by the Securities and Exchange Commission as it is 
stated in their Regulations S-X that: 


“In determining the scope of the audit necessary, appropriate con- 
sideration should be given to the adequacy of the system of internal 
check and control. Due weight may be given to an internal sys- 
tem of audit regularly maintained by means of auditors employed 
on the registrant’s own staff.” 


Here, then, is the first important area in which the work of the 
internal auditor and outside auditor should be coordinated—establish- 
ment and maintenance of a system of internal control that is effective. 


By internal control is meant the assignment of duties to employees 
so that, so far as possible, the work of one person or department acts 
as a check or control on the activities of others, and that a complete 
cycle or series of transactions is not in the hands of or under the control 
of one person. Internal control embraces not only the sharp divisions 
between the handling and recording of transactions in the accounting 
and financial departments but also in the purchasing, receiving, sales, 
shipping, plant construction and other departments or divisions. The 
primary purpose of an effective system of internal control is to provide 
some measure of assurance that errors. omissions or irregularities, either 
deliberate or accidental. will be discovered with reasonable promptness, 
thus minimizing risk. 


Management too often does not recognize that internal auditing 
is the keystone of internal control—that in no medium-sized or large 
company can a system of internal control be considered adequate or 
complete unless it includes internal auditing. Both management and 
the outside auditor must rely to a great extent on internal auditing to 
assure proper functioning of the system of internal control, to deter- 
mine its continuing adequacy. and to disclose promptly the need for or 
possibility of improvements. 


While recognition has been given to the desirability of coordina- 
tion, such coordination cannot be carried out to the point where dis- 
tinction between the two groups is lost. Any cooperative planning 
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of this character is subject to some important limitations. For one thing 
the outside auditor cannot agree to refrain from auditing certain fea- 
tures of the company’s financial position by leaving it for the attention 
of the internal auditor. Any such predetermined program might pro- 
vide the very opening needed by one with a tendency to perpetrate 
irregularities. The audit work cannot be parceled out in advance al- 
though the outside auditor can omit such phases that have been satis- 
factorily covered by the internal auditor. 


On this basis then, it appears that proper coordination of the work 
of the two groups for the benefit of management involves compliance 
with certain important principles: 


1. Each group must retain its own separate identity and a clear 
cut line of demarcation in responsibility should be maintained. 


to 


The outside auditor cannot commit himself in advance as to 
what accounts, activities or period he will review or to what 
extent his tests will be undertaken. 


3. The outside auditor is charged with the requirement of making 
tests as to the efficiency of the work done by the internal audi- 
tor as a proper basis for reliance on such work 


Despite these limitations, there are a great many areas where 
coordination and cooperation are essential, if the examination of a com 
pany’s accounts by an outside auditor is not to become burdensome 
from a cost and operating viewpoint 


One of the most common areas of cooperation and coordination of 
work arises when a company has many locations to be visited, particu 
larly where the locations are geographically far apart. It is practicable 
and highly desirable for the two groups to develop mutually accept 
able programs for the audits of those locations. The internal auditor 
can then perform most of the audits in accordance with the previously 
agreed program. In other instances, the outside auditor may accept, on 
the basis of predetermined programs, the audit reports of the internal 
auditors for certain locations while the outside auditor visits other loca 
tions. Subsequently the outside auditor must check one or more of these 
audits as a basis for accepting the rest of them. When the outside audi 
tor visits certain locations, he may be accompanied by members of the 
internal audit staff, whose assistance will be valuable because of their 
knowledge of the details of the organization. In such cases it is quite 
often practicable to have the outside auditor undertake verification of 
the financial transactions while the internal auditor devotes his time 
to operating phases. 
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Joint examinations, participated in by the internal auditors and 
the outside auditors may sometimes be undertaken. Such examinations 
have the advantage that it gives both groups a complete picture of the 
situation at the time of each examination. The disadvantages lie in that 
the responsibility of the outside auditor is such that it becomes very diffi- 
cult to divide the work in a manner that will produce worthwhile re- 
sults. A variation of the joint audit is to have the internal auditors 
make an interim examination and have the outside accountant use 
their reports and working papers in connection with his year-end work. 
Or conversely, it may be practicable to have the outside auditor make 
the interim examination and then review the report and working papers 


of the internal auditors on the year-end examination on specific aspects 
of the accounting. 


Another arrangement is for division of audit work on the balance 
sheet and profit and loss accounts. A part of the detailed checking of 
cash, receivables and inventory have been carried out by internal 
auditors with good results, and these arrangements could be extended. 
Analyses of the changes in property accounts, deferred charges, accrued 
liabilities and analysis of profit and loss accounts may well be under- 
taken by the internal auditors. 


Work requiring constant or frequent attendance at the office of 
the client may well be handled by the internal auditor. Such work 
could include following up differences on accounts receivable confirm- 
ations, inventory variations, etc. 


Special assignments such as might arise from evidences of devia- 
tions from established procedures or practices found by the outside 
auditor could logically be undertaken by the internal auditors. Along 
the same line, internal auditing is necessary in establishing control 
over transactions which must be left exclusively, or almost so, within 
the jurisdiction of one employee or department and over transactions 
where it is impractical to provide the usual checks. Where these weak- 
nesses in internal control do exist and the cost to correct is prohibitive, 
the internal auditors may undertake special work to protect the com- 
pany in lieu of extensive work by the outside auditor. They may also 
prepare files of procedures and other permanent file data; because of 
its interest to both groups, this phase of the work would be a good 
investment of the time and effort expended by the internal auditors. 


For the financial benefit of management the outside auditor can 
and should be allowed to utilize the abilities and manpower of the in- 
ternal audit staff. In some instances, members of the internal auditing 
staff may be turned over to the outside auditor at the time of the exam- 
ination to assist the latter by preparation of schedules, following up 
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differences, etc. In these cases, the internal auditors may not be used 
in lieu of the outside auditor’s own staff but merely to augment it. These 
internal auditing staff members are under the direct supervision of the 
outside auditor and the work performed by them is, of course, reviewed 
to an extent sufficient to enable the outside auditor to accept it as his 
own. The outside auditor cannot delegate to them work that he person- 
ally or through his own staff must necessarily do in order to arrive at 
his own considered opinion as to the affairs of the company. While the 
necessity for preservation of this dividing line does not detract from 
the services of the internal auditor nor from his prestige, the carrying 
out of arrangements of this sort require so much tact and diplomacy 
on the part of both groups that ofttimes the plan is impracticable. It 
may be more desirable for the internal auditor and the outside account- 
ant to work side by side during the interim examination. In this way 
an insight into the work of the internal auditor, the procedures followed 
and the competence with which the tests are carried out can be ob- 
served. 


Management should require that the internal auditor prepare for- 
mal reports on all their activities. The reports can be reviewed by the 
outside auditor and become, in part at least, criteria by which the out- 
side auditor will determine the scope of his work. The report may take 
the form of a memorandum setting forth the highlights of the examina- 
tion or the exceptions to certain practices or deviations from established 
procedures. There is no objection to a report which takes the form of a 
summary if the scope of the work is evident. Regardless of form, it is 
essential that a readable informative report be prepared by the internal 
auditor for management and the outside auditor. 


The technical competence of the internal audit staff is an import- 
ant point of interest both to management and to the outside auditor. 
There are instances where the internal audit staff is looked upon as a 
spot to pension off faithful old employees who have served their useful- 
ness in constructive accounting. On the other hand, it is the policy of 
some companies to place young apprentices in the auditing department 
until they have learned something about the business and then transfer 
them to other departments. It is very disconcerting to the outside audi- 
tor, and certainly of no benefit to management, to find the interna! 
audit staff comprised completely of either extreme, for you cannot ex- 
pect high grade auditing from old men or young boys. To accomplish 
the real worthwhile objectives of internal auditing requires ability of 
the highest order, and there must be a leavening of personnel able to 
carry out and carry on a worthwhile program. 


It may seem that I feel that the outside auditor is both judge and 
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jury. Such is not the case. The outside auditor has no right to expect 
that accounting and auditing methods, practices and theories which he 
may have and which are suitable for his purposes will either be em- 
ployed or endorsed by management and by the internal auditor. He 
does have a right to know clearly and definitely just what policies and 
procedures are prescribed and followed so that he can adapt his own 
work accordingly. If he attempts to impose his ideas upon management 
or the internal auditor, or conversely, if the outside auditor’s pertinent 
suggestions are not considered, the result will be harmful to all. Mutual 
cooperation, with complete understanding of the duties and obligations 
of the other, will result in many benefits to management and in a 
smooth working relationship between all parties concerned. 


In conclusion, there is in some quarters, a lack of appreciation of 
the benefits which may accrue to management and to the outside audi- 
tor from the activities of a good internal auditing staff. The realization 
of the benefits of modern internal auditing to management, to the in- 
ternal auditor and to the outside auditor have come and will continue 
to come through the joint efforts of all. Management must understand 
what the internal auditors are trying to do and completely support 
the program. The internal auditors must have the vision and capacity 
to carry out their work efficiently and effectively. The outside auditors 
must not only lend their full support and counsel, but must also give 
appropriate consideration to the internal auditing program when form- 
ulating their own programs. The procedures and practices by which this 
cooperation and coordination are to be effected are still in an evolution- 
ary stage—but represent an area in which management, the internal 
auditors and the outside auditors should continue to be active. 





INTERNAL AUDITING—ITS ASSISTANCE TO MANAGEMENT 
IN MATTERS OF POLICY AND PROCEDURE 


By LUTHER P. McGARY 
General Auditor, Shell Pipe Line Corporation 


By way of preface, internal auditing, as mentioned herein, is in- 
tended to apply to medium and large-size companies—those where 
management by exception must be the rule. In these companies pro- 
cedures must be set up for handling the usual and ordinary, and the 
top executive’s time and attention must be limited to the unusual and 
the extraordinary. It is just as important in smaller companies to main- 
tain policies and procedures, but in them this may be done by the man- 
agement team without the use of internal auditors. 
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In summary; I would like to state that: 


Internal auditing is a systematic review to assure management that 
company policies and procedures are complied with; that such pol- 
icies are workable; that they provide adequate internal control, and 
that observations are made of opportunities to improve the com- 
pany’s economic position. 


In discussing the relation of internal auditing to policies and pro- 
cedures, it is well to keep in mind that it is and should be independent 
of all the functional divisions of the organization, such as production, 
sales, finance, operations, or any of the other major divisions peculiar 
to various types of business. This independence is of inestimable value 
when reviewing activities. While not necessarily an expert in all tech- 
nical matters, the auditor is a fact-finding examiner of functions in 
which the protection of assets and revenue and the control of costs 
is a factor, and in which he is qualified to render sound opinions. 


Viewing the internal auditor from this position of independence, 
it is not difficult to see the assistance he can render in making policies 
and establishing procedures. If the internal auditor has applied him- 
self to his task, he cannot help but acquire a broad outlook on the 
complex problems of company-wide management. 


Managers and executives are selected, in a great measure, because 
of outstanding performance in some special field of endeavor. They are 
also expected to gain a broad outlook of their company’s affairs. The 
internal audit staff is, or should be, qualified to aid them in this en- 
deavor. Anyone dealing with this broad outlook is bound to be con- 
fronted sooner or later, with policies and procedures. 


The dictionary says that “Policy” is prudence or wisdom in the 
management of affairs. “Procedure” is a manner or method of proceed- 
ing in a process or course of action. Associated with policies and pro- 
cedures are two other words, “responsibility” and “authority.” “Re- 
sponsibility” is defined as a charge for which one is accountable; 
“Authority” is a right to command or act. With these definitions in 
mind, I propose to deal further with policies and procedures in the light 
of compliance, workability and adequacy. 


COMPLIANCE WITH PROCEDURES AND POLICIES 


There is no assurance that policies and procedures, although issued 
in writing. will be complied with. Inspection and review by someone 
is necessary to assure compliance. While it is an obligation for those 
to whom responsibility and authority are delegated to maintain it, they 
may not do so, or instructions may not be understood in the same man- 
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ner as that in which they were intended. Certain requirements may be 
inadvertently overlooked. 

Responsibility may be assigned and authorities may be delegated 
by top management with the intention that portions of them will be 
sub-delegated farther down the line; however, there is no assurance that 
they will be. Inspections and reviews by internal auditors can point 
out these places and encourage further sub-delegations of authority. In 
doing this, the internal auditor can contribute greatly to conserving the 
unit supervisor's time for other important matters. This will also en- 
courage those in the line to assume a greater responsibility within their 
respective fields of endeavor. In this manner, the efficiency of the whole 
unit is improved. 

In many cases, especially in companies that have grown rapidly 
or where large operations have evolved from what once was a minor 
department, it is not unusual to find that the only written authorities 
are those issued by top management to major departments of the organ- 
ization. Within those major departments there may be far-flung opera- 
tions or other sizable units headed by individuals with managerial sta- 
ture who should sub-delegate portions of their responsibilities in writ- 
ing. In this area the internal auditor can render valuable assistance. 
In viewing operations, he may find something poorly handled, but 
responsibility cannot be definitely established because it has never been 
defined. Two persons may have dual responsibilities in a particular 
operation; each of them thinking the other has attended to an important 
phase may cause it to be neglected by both. How can either be blamed 
for poor handling in such a case? The fault lies in the failure of their 
supervisor to make definite assignments. The internal auditor, in find- 
ing and discussing such things with the supervisor responsible, can, in 
many instances, assist him in correcting the difficulty, even without 
reference to any higher authority. 

There is a tendency at the lower levels of an organization to view 
policies and procedures as inflexible. It is felt that whatever the boss 
has written must be carried out to the letter, and good judgment is not 
exercised. As an example, a company which, because of its nature, had 
no particular need for a credit department required that a certified 
check be submitted by a successful bidder prior to transactions involv- 
ing the sale of scrap, obsolete equipment and materials. Such a require- 
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ment was intended to protect the company from loss on large sales 
amounting to many thousands of dollars. It was found, however, that 
those handling the sales of items as small as a used typewriter were 
insisting that bidders give a certified check for amounts as small as 
$15 or $20 and were complaining they could not interest bidders because 
of this requirement. It requires no stretch of the imagination to realize 
this was impractical. They were dealing with established businessmen 
in the community, and, even if an occasional $15 N.S.F. check were 
taken, the amount involved was insignificant in their operations. 


Expenditure authorities, as you know, are delegated in various 
limits down through an organization based on management's judg- 
ment as to the areas of authority that can be trusted to various man- 
agers and supervisors. It is not unusual though to find that approvals of 
expenditures are perfunctory. A vice president may be delegated to 
approve expenditures up to $20,000. This delegation might mean that, 
because of his engineering and operational experience, he is capable 
of passing judgment upon the purchase of a single piece of equipment 
amounting to $20,000. If this same vice president is approving $5. map 
purchases for the drafting room two or three steps further down the 
line of his organization, he cannot possibly pass as good judgment upon 
the need as can the chief draftsman. In such a case, the one who knew 
it was needed, and supervised the person who ordered it would be in 
a better position to approve it than his boss three steps up the line. This 
practice may also open up avenues for abuse. Someone down the line 
may soon learn that anything on which he can get the big boss’s ap- 
proval is okay, so he pushes through small items or a series of them that 
are not justified. He may be able to by-pass his immediate supervisor. 
Even the possibility of fraud cannot be completely ruled out when such 
practices exist. In such instances the survey and review of actual con- 
ditions by the internal auditor can be helpful to all levels of manage- 
ment in perfecting controls. 


WORKABILITY OF POLICIES AND PROCEDURES 

Those issuing instructions may not be sufficiently acquainted with 
the situation at the work locations to make them workable. I recall 
some standards of equipment for outfitting service stations which were 
prepared when the company was establishing service stations in the 
north. Later, when this same list was used to outfit the stations in the 
southern climes, each operator found himself in the possession of a snow 
shovel with which to fight mosquitos. 


Local conditions may have changed since a procedure was written 
so that now it is impractical. You may say, “Well, can’t you depend 
upon local personnel to acquaint their supervisors with changes that 
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make procedures inoperative?” Yes, you would think so, but many 
times it is not done. There may have been a change of operators; oper- 
ators may not be acquainted with the objectives which make their task 
necessary; they may be too close to the details to view the whole opera- 
tion with the proper perspective, or there may be numerous other rea- 
sons for failure. Whatever the reason, correction results only after a 
review by someone with a new or independent viewpoint. This can be, 
and in many cases is, supplied by the internal auditor. 


DO POLICIES AND PROCEDURES PROVIDE ADEQUATE CONTROL? 


Those assigned responsibilities may not have sufficient authority to 
exercise them properly. Certainly the individual assigned responsibility 
for operating a particular unit should have authority to approve his re- 
quirements for ordinary day-to-day operating supplies and services and 
not be hampered by a requirement that the individual items must be 
approved by a higher authority. The reverse of this is true also. Those 
who are assigned responsibilities and authorities may not use good 
judgment in exercising them. Authority delegations may be made to 
persons not acquainted with, or capable of determining the need and 
use to be made of the items purchased. In such cases their approval is 
perfunctory. I recall an assistant manager who was authorized to ap- 
prove all invoices for his unit. Instead of sub-delegating some portion of 
these authorities to other qualified persons well acquainted with the 
particular needs, he required a clerk to attach a little “Sign Here” tag 
to large stacks of invoices placed before him. This made it easy for him 
to lift up the tags and sign, but I leave it to you to determine whether 
his signature meant anything. In this connection I recall a similar inci- 
dent recently related to me as true. It was about a Navy Commander 
who unintentionally signed his own letter of resignation which had 
been prepared for him by a non-commissioned officer. The very observ- 
ing non-com was also accustomed to attaching “Sign Here” tags, and 
the Commander was not aware that he had resigned until his remote 
headquarters asked for more details. 


Again you will say that many of the things should have been 
attended to by regularly assigned line supervisors, and I will not dis- 
pute this fact. It is true, however, that these incidents do occur in large 
or far-flung organizations, and it does take someone with an inde- 
pendent viewpoint to review and make tests which will evaluate poli- 
cies and procedures. Management had intended by written policy and 
procedures to perfect teamwork in the organization, but cannot be 
expected to visit all branches and locations to determine compliance 
and feasibility. This, I submit to you, is a task to be performed by the 
internal auditor. 


WHAT TO DO WHEN EMBEZZLEMENT 
IS DISCOVERED * 


By SEWARD R. MOORE 
Moore and Riley 


Protection against embezzlement, through appraisal of the struc- 
ture of internal control, is a continual concern of the internal auditor. 
Yet embezzlements can and will occur. When discovered, it is im- 
portant that they be properly handled in order that (1) the interests of 
the company may be protected, (2) the embezzler may not escape the 
consequences of his crime and (3) the chances of future embezzlement 
may be minimized. 


NTERNAL AUDITORS probably have a greater and more direct 
interest in the subject of embezzlement than any other group. To a 
very large extent, the detection of embezzlement involves auditing and 
accounting skill. Those in charge of business management have given 
you this responsibility. Embezzlement in most cases is a matter which 
needs the assistance and cooperation of both auditors and attorneys to 
do a good job, as problems peculiar to their special skills are involved. 
I don’t know what the first recorded instance of embezzlement 
was but, apparently ever since man learned to live together, he has 
been concerned with this problem. You will recall that one of the com- 
mandments given to Moses on Mt. Sinai was, “Thou shalt not steal,” 
but this, as well as the other commandments, has continued to be 
broken. The newspapers daily recount new instances of embezzlement. 
I have in my hand a clipping from a recent Wall Street Journal: 


“Industrial thefts mount through ingenious smuggling techniques. 


“One big drug company, alarmed over a shortage of about $200,000 
worth of one of its antibiotics, launched a probe. It realized one em- 
ployee could carry about 200 capsules, worth about 30 cents apiece, in 
each fist when leaving the plant. It discovered certain cut-rate drug 
stores were marketing the contraband. The pilfering was halted. 

“Another concern noticed disappearance of mercury, valued at 
$193 a flask. It turned out an employee was carrying it out in a whiskey 
bottle. And a distiller made a shocking discovery upon breaking up a 
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bootlegging ring: Women workers were pouring liquor into inflatable 
falsies and flouncing out with the hooch right under the eyes of the 
inspectors.” 


Perhaps auditors will have to develop a new type of undercover 
agent to combat the latest style of embezzlement. 


Experts estimate that probably $400,000,000 a year is lost through 
embezzlement, and that a little more than 10% of this is covered by 
fidelity bonds. A small part of embezzled property is returned; most 
of it is lost. Few embezzlers have any money left. 


DEFINITION 


Generally, embezzlement is the fraudulent conversion of another’s 
personal property by one to whom it has been entrusted, with the in- 
tention of depriving the owner thereof. The gist of the offense is a viola- 
tion of the fiduciary relationship. In many states the offense is called 
larceny in the statutes, but is generally regarded as a separate, distinct 
crime. It is a species of larceny, committed by a person acting in a 
fiduciary capacity into whose possession money or property comes law- 
fully. Generally speaking, the important distinction between larceny 
and embezzlement is the character of acquiring possession. Larceny 
involves a trespass and an unlawful acquisition. In embezzlement pos- 
session of the property is lawfully acquired. A criminal intent is neces- 
sary; that is, there must be an intentional wrongful disposal. 


It was formerly held that a partner could not be guilty of em- 
bezzlement as to partnership property because it was jointly owned and 
each one was entitled to all of it. This has been changed by statute in 
most states. 


WHAT TO DO? 


To answer the question, What to do when embezzlement is dis- 
covered?—there are three objectives. First, recovery; second, prosecu- 
tion, although not necessarily of importance in that order. It is of im- 
mediate concern to prepare your case with these objectives in mind. 
Your investigation, data, and reports should lay a basis sufficient to 
permit a recovery; either collection from a bonding company, if there 
is one, or a judgment against the employee if there is now or may be in 
the future assets out of which the judgment would be collectible. Third, 
but by no means least important, it seems to me, is a reconsideration 


MR. MOORE was admitted to the bar in the state of Minnesota in 1927 and has 
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years, he has been general counsel for the Nash-Finch Company in Minneapolis. 

Mr. Moore is a member of the American Bar Association, the Minnesota State 
Bar Association and the Hennepin County Bar Association. 


What To Do When Embezzlement Is Discovered 45 


or review of your accounting practices and procedures to discover 
wherein it was weak and permitted this embezzlement to occur. Al- 
though many auditors and accountants may not agree with me, I be- 
lieve this phase of the matter has been neglected, and much more effort 
could wisely be spent in this direction, which would tend to prevent 
simi/ar repetition in the future. This might be called preventive medi- 
cine. 

Some may say this is locking the barn after the horse is stolen. As 
to the particular instance, yes. However, prevention is much more 
important than cure, or recovery, when we remember that the per- 
centage of proved or admitted defalcations probably represents a small 
part of the amount actually taken. We have all had the experience of 
knowing very well that a much larger amount was taken, but being 
unable to get a confession for all of it. It may be just impossible to pro- 
duce documentary proof of the amount taken; or, if that is possible, 
then we cannot prove a particular individual took it. 


Therefore, for the time, effort, and expense involved, the preven- 
tive medicine of removing the opportunity for embezzlement, improv- 
ing practices and procedures, etc., will prove more profitable than try- 
ing to make a recovery afterward from a bankrupt admitted embezzler. 
In this connection, no plan or system, however well conceived, is better 
than its manner of execution. A failure to observe safe accounting prac- 
tices may be the failure of management generally—not the auditing 
department. 


HANDLING OF AN ACTUAL CASE 

Now, let us assume we have an actual case. A shortage has occur- 
red, or for other reasons an employee is suspect; you have put your 
auditor on the case, and he has uncovered some specific instances that 
apparently show wrong-doing, and others less definite, but pointing in 
the same direction. It may be that after some investigation nothing 
more definite can be established, although there are many clues and 
general indications to the same effect. Or it may be that by continuing 
an audit examination more specific instances can be unearthed. At some 
point we come to the consideration of the question of interviewing the 
suspect and attempting to get an admission or confession, preferably 
in writing. I don’t think any definite rules can be laid down as to when 
the suspect should be interviewed. That is a part of the strategy of 
handling the case that may have to be determined by the man on the 
ground or by you, or whoever is in charge of such matters. If a long- 
continued audit and investigation would be made known to the suspect, 
or he was aware of it and became suspicious, it might be the best policy 
to interview him promptly. 
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The handling of the first interview with the suspect is of great 
importance and should not be left to chance as to when it is performed 
or how, nor should it be casual. It should be well planned. I have known 
of instances where opportunity to uncover the true facts and the extent 
of the embezzlement has been muffed by “springing the trap” too soon, 
and before adequate evidence had been obtained. The strategy of hand- 
ling such an interview involves skill and judgment. 


CONDUCT OF INTERVIEW 


Who else should be present besides the auditor? While much would 
depend on particular circumstances, other things being equal, it is well 
to have a witness or witnesses present. Maybe the manager, assistant 
manager, or someone else responsible in the business. Too many may 
prove detrimental to getting a satisfactory confession. If the manager 
or someone connected with the business were particularly close or 
friendly to the suspect, he might be the logical and best person to 
handle the interview. In one instance the auditor could not accomplish 
anything in talking with the suspect, but when the manager (who had 
taken a personal interest in the employee and liked him very much 
and brought him up) talked with the suspect, he was able to get a com- 
plete and full story. Generally speaking, it would be inadvisable to have 
any representative of the law, such as the county attorney’s office, 
present at this time, as it would tend to make the suspect “freeze up.” 
However, somebody must have the responsibility of handling and plan- 
ning the interview, taking charge of the questioning, deciding who else 
is going to be present, etc. It is desirable to have a witness present as a 
matter of corroboration, and consideration should also be given to the 
possible use of a recording device of some type. 


The purpose at this time, of course, is to get all the information 
you can from the suspect. Therefore, get him to talk freely and fully. 
He doesn’t know how much you know about what he has done. Don’t 
let him know any more about the facts you may be aware of than is 
absolutely necessary to prod him along in his conversation, The uncer- 
tainty of what you may or may not know has a powerful influence on 
him. If you can get a suspect to talk long enough you will learn many 
things you did not know before, but it is hard to do business with any- 
body who freezes up. Therefore, when you get the suspect talking, 
let him go. It often happens that the questioner is so anxious to estab- 
lish some point, or to clarify something, that he breaks in with a 
question or an observation of some kind that he interrupts and stops the 
flow of conversation. All questions and observations should be reserved 
until the suspect has exhausted his voluntary statements. Then prod 
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him along, and assist his recollections with the additional questions that 
have occurred to you. 


When seemingly he has exhausted his recollections, or states that 
is all there is, then if you have some specific instance he has not told 
you about, allude to the matter. Maybe he will answer you by refer- 
ring to the same transaction or will give you a different one; in that 
way you will get more information. 


METHODS USED 


Try to get the suspect to tell you the facts; that is, how did he 
operate, the methods he used, with specific illustrations. Try to ascer- 
tain the amount of goods or money that was taken. For how long a time 
has this been going on? Embezzlers generally do not keep books or 
records, and their memory is vague. You want to establish the amount 
as near as you can, as this affects both the degree of the crime as to 
seriousness, whether petit, or grand larceny in the first or second degree, 
and also, of course, for civil recovery, either against the bonding com- 
pany or against the suspect himself. A statement that on or about such 
a date he took certain specific merchandise, or collected $100 from cus- 
tomer John Brown and kept it for himself, is more important than gen- 
eral statements or conclusions that he had appropriated merchandise 
for his own use or failed to turn in all the collections, for example. Of 
course, confessions can be, and have been, repudiated under a claim of 
duress or threat, but if you have obtained sufficient evidence of facts 
and specific things, then you have something that is capable of being 
proved without a confession. 


When you are all through go back over his story; possibly you 
may get different answers. 


It often happens that one who is handling the interview is quite 
friendly and close to the suspect. This may be an advantage, and it 
also can be a detriment in that the interviewer is generally quite 
shocked, often sympathetic. I have known of instances in which the 
interviewer seemed to be more hurt by the disclosures than the sus- 
pect. But this is no time for sympathy, and it is neither the province 
of the lawyer, the auditor or the accountant to dispense mercy or to be 
lenient. That is for the policy-making branch of the business. It is 
axiomatic that the defaulter is a liar; I have never known one to be 
otherwise. Treat him as such. Have no mercy. Stay with the interview 
until you have exhausted every possibility of getting all available in- 
formation. This is your golden oppertunity, and nine times out of ten 
you will never get the suspect in such a talkative mood again. If the 
matter has been properly staged, you will have sprung a complete sur 
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prise on him and taken him off his guard. He is nervous, fidgety, ap- 
prehensive, doesn’t know how much you know. He is worried about 
what is going to happen to him. His defenses are not up. If you let him 
go, thinking to resume the interview, without exhausting all possibili- 
ties of getting further information, you will have an entirely different 
man to deal with the next day. By the time he goes home and talks with 
his wife and friends you may find him in a very defiant state of mind. 


So remember these things and bear down. 


My own impression is that more can be accomplished talking to 
a laborer, such as a warehouseman or truck driver, and that as you go 
up the executive scale through salesmen, credit manager, treasurer 
and president, it becomes progressively more difficult. 


VALUE OF A CONFESSION 

The value of a confession is well illustrated by the recent Minne- 
sota case of Physicians and Hospital Supply Company vs Johnson, 44 
Northwestern 2nd 224. The claimed embezzlement there was approxi- 
mately $110,000. The defendant was the manager of the business. An 
extensive audit showed discrepancy of approximately $110,000 between 
the checks shown on deposit slips and those shown on cash receipts 
records. Included in this sum was approximately $20,000, the equiva- 
lent of which it was charged the defendant had taken in money from 
cash on hand. This particular action was brought to compel the defend- 
ant to account for the sum which he had allegedly embezzled. The 
lower court had given judgment in favor of plaintiff for the full amount, 
but on appeal to the Supreme Court this was reversed and judgment 
was permitted to stand only as to the smaller items. Plaintiff's case was 
based on the so-called pattern theory; i.e. it attempted to prove a 
shortage of $80,000 by drawing inference that defendant appropriated 
the funds from a like amount of cash on hand because of the “pattern” 
of alleged misappropriations in taking the $20,000. By “pattern” is 
meant a consistent course of action—the basic pattern of checks being 
on the deposit ticket, but not credited to customer’s accounts, and cash 
appropriated in order that the deposits and the books will balance. 
Plaintiff also claimed that having established the fiduciary relationship, 
it was up to the employee to account for the discrepancy as shown by 
the audit. The Supreme Court pointed out that other persons than the 
defendant manager had access to cash on hand and no duty on the 
part of the fiduciary or employee manager to account arose until the 
actual receipt of funds could be shown. Judgment for the smaller 
amount of approximately $20,000 was permitted to stand because 
“There is evidence in the record tending to show an admission by de- 
fendant that he appropriated cash in the equivalent amount.” Defend- 
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ant did not take the stand to deny that admission. It would seem reason- 
able, therefore, to assume that without this admission, obtained in the 
course of investigation, plaintiff would have fared no better in his 
efforts to collect the $20,000 item than as to the larger item of approxi- 
mately $80,000. 


WRITTEN CONFESSION DESIRABLE 


After you have concluded your interview with the suspect it is, of 
course, obviously desirable to get the admission, or substance of it, in 
writing. No set form is prescribed. It can be in simple narrative form. 
Of course, it should be signed by the suspect and it is advisable to have 
each page initialed or signed. While not essential that confession be 
acknowledged and sworn to before a notary, it adds, I believe, to the 
weight of the confession. A statement falsely sworn to would constitute 
perjury. It is, of course, unnecessary to remind you that every con- 
fession must be given without influence of fear produced by threats or 
induced by hope or promise of benefit. It might be helpful at the end 
of the confession to have a statement that it was made of his free will 
without duress, fear, or compulsion, that the suspect has read it over 
before he signed it, and that it was true and correct. The employee 
should make any desired correction in his own handwriting. I might add, 
however, that generally the use of artifice, trickery, or even fraud in 
inducing the confession will not alone render the confession inadmis- 
sible as evidence, although the courts, admitting such testimony, have 
often condemned the practice of obtaining confessions in this manner. 
Confessions produced by trickery are basically different from those 
produced by duress or promises, for when one is tricked into making 
incriminating statements there is no temptation to admit falsehoods in 
order to ward off the threatened danger, or to obtain a promised reward. 
I also suggest the desirability of having the confession signed in the 
presence of one or two witnesses. 


Let us assume you've been successful in this hypothetical case so 
far. You were lucky enough in the first place to discover some embezzle- 
ment, you picked the right man, your auditor was successful in uncov- 
ering facts which proved that the employee did embezzle, you have 
interviewed him and obtained a satisfactory statement, and have un- 
covered more information than you had before, and he has signed a 
confession and everything is in due form. What do you do next? All 
this information, including the confession, is the foundation upon which 
you base an action to recover, or prosecute, if that is decided upon. 
While it may be erroneous, my impression is that business men are 
generally primarily interested in recovery. Of course, you can do both. 
It does seem to work out, as a practical matter in many cases, that the 
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recovery is greater where there is no prosecution. Naturally, the situ- 
ation is different if you know of assets the suspect has out of which a 
judgment can be collected. However, it usually happens that em- 
bezzlers are not savers—although I had one who used the embezzled 
money to buy life insurance and annuities. In our case we will assume 
the embezzler has no money, but he says that he can get half of it from 
his father and a part from Uncle John, and maybe a sister or brother 
is going to lend him some more to make up the difference. If you prose- 
cute first and the man is convicted, the loans will probably not be forth- 
coming and your employer is not made whole. If the loans are made 
and restitution is accomplished, employers seem to lose interest in pros- 
ecution. 


NO BARGAINING ON PROSECUTION 


Of course, in either getting a confession or in seeking repayment, 
you cannot bargain with the suspect or permit him to bargain with 
you regarding any criminal prosecution. You are discussing with him 
only the civil matter as distinguished from the criminal matter. The 
public officials—not you— are charged with the responsibility of prose- 
cuting and punishing violations of criminal laws of the state. You may 
have suffered a civil wrong and may bring a civil action to collect what 
is owing you, or you may decide to forgive the debt, or part of it, but 
you have no power to forgive on behalf of the state the wrong done to 
the state by violation of its laws. When that basic principle is under- 
stood and complied with, you will not fall into the error of making any 
threats of informing against the offender or prosecuting him criminally 
in return for payment or to secure his confession. That you must not 
do. When criminals are caught they are almost always concerned 
mostly with criminal prosecution as contrasted with civil liability 
and they are afraid of what might happen. Compounding a crime is an 
offense recognized at common law and now by statute in all states. In 
simple terms, compounding an offense means to take money, or promise 
therefor on an agreement, express or implied, to conceal or refrain 
from prosecution or informing against the accused. In other words, you 
cannot tell the suspect that if he doesn’t confess fully you will turn 
him over to the prosecuting officials, nor can you say that if he will 
confess fully you will not turn him over. 


Sometimes it happens that the shortage, either suspected or veri- 
fied, is much greater than the specific facts prove or the confession ad- 
mits as to that individual, and question arises as to whether or not the 
employer should accept a proffered payment in excess of that amount. 
I think he should not. If the confession and other evidence you have 
obtained can only prove a shortage, we will say, of $1,500 as to that 
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individual, I do not think you should accept $2,000 even though 
you may actually have a shortage of that amount. It does not neces- 
sarily follow that all is due to this suspected person. The fact that you 
have accepted more money than you have evidence to prove was taken 
by this particular man is strong evidence that the money has been 
accepted in return for a promise not to inform against or have him 
criminally prosecuted. The risk or suspicion that such additional pay- 
ment was made under duress by virtue of such a promise is so great 
that it should not be taken. 


PROSECUTION 


What about prosecution? Presumably, this is a question for the 
policy-makers of the business to determine, but your views on that 
matter might influence the decision. In this connection bear in mind 
that conviction cannot be obtained on a confession alone. Of course, 
this refers to a written confession, as the defendant can make a confes- 
sion in open court, but most laws provide that confession of the defend- 
ant shall not be sufficient to warrant his conviction without evidence 
that the offense charged has been committed. You must prove what the 
law calls the Corpus Delicti. The object of prosecution in such a case, 
as in all criminal cases, is not only to punish the offender, but to act 
as a deterrent to others. 


If the employer has a known policy and reputation of leniency to 
embezzling employees that makes it easy, if not an encouragement, for 
others similarly tempted to do likewise. The news does get around. 
On the other hand, if every embezzler was made an object lesson and 
prosecution publicized, it might well serve to prevent an employee who 
was tempted and had the opportunity to refrain from doing it. 


IMPORTANCE OF CONTROLS 


The word “opportunity” leads us naturally to the matter of re- 
vision and improvement in practices and procedures to eliminate the 
opportunity for embezzlement. In my opinion, there are two reasons 
or causes for embezzlement, opportunity and desire. As Francis Bacon 
once observed, “Opportunity makes a thief.’”” Many embezzlements start 
innocently or by mistake. I recall an example of an organization that 
had the practice of making out checks for postage. The officer in this 
particular case inadvertently neglected to cash the check and a couple 
of days later discovered it by accident in his coat. Upon his observation 
that this error was not detected, he conceived the idea of continuing 
with the plan, which he did for some time before detection. An inno- 
cent mistake, and he got away with it. 
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No one in the organization should be above or beyond complying 
with the uniform procedures. It has been observed that every embezzler 
was once a trusted employee. If he does not have the confidence of the 
employer, he does not have the available opportunity. 

Some time ago the Chicago Crime Commission made a survey 
among fidelity insurance companies as to the causes for embezzlement 
and came up with the conclusion that in order of importance they 
ranked as follows: 


1. Gambling 

2. Extravagant living 

3. Unusual family expenses 
4 


Undesirable associates 


Or 


Inadequate income. 


I don’t know how this squares with your experience but most of 
the cases coming to my attention certainly would not classify under 
the first three causes—and just what is an inadequate income is not 
susceptible to exact definition. However, it might be observed incident- 
ally that judges have been known to be lenient with workers, especially 
so-called white collar workers, in responsible positions on meager sal- 
aries. One judge was said to have remarked that if his employer ex- 
pected the employee to wear a white shirt they should pay him a white 
collar salary. 


You will serve not only your employer but also the welfare of the 
employees if you seek to constantly improve your procedures and prac- 
tices so that the opportunity to embezzle, insofar as possible, may be 
eliminated. Few men ever set out deliberately and purposely to em- 
bezzle. They only seek to borrow for a short time, and the shortage 
or embezzlement occurs not because they deliberately planned it, but 
because by chance, mistake, or slipshod handling, an opportunity was 
presented to them, and it was easy to take the first step. 


TAX CONSEQUENCES 


We are frequently reminded that no business transaction can be 
entered into today without consideration of the “tax consequences.” 
Therefore, it would seem appropriate to remember that there are some 
tax consequences as to embezzlement. A recent decision of the U. S. 
Supreme Court, Alison vs U.S. of America (97 Law Edition, page 134), 
held that whether and when a deductible loss results from an embezzle- 
ment is a factual question to be decided according to surrounding cir- 
cumstances; and that income tax deductions for losses caused by em- 
bezzlement may properly be taken in the year of discovery and ascer- 
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tainment of the amounts thereof, where the crimes antedated such dis- 
covery and ascertainment by many years. 


This and a companion case were decided by the Supreme Court at 
the same time, in view of the fact that lower district courts had decided 
these same questions differently; one court holding that the loss should 
be taken in the year discovered and the other in the year that it was 
embezzled. The court referred to the Treasury Regulations reading: “A 
loss from theft or embezzlement occurring in one year and discovered 
in another is ordinarily deductible in the year in which sustained,” but 
pointed out that the terms “embezzlement” and “loss” are not synony- 
mous; the theft occurred but whether there is a loss may remain uncer- 
tain. One whose funds have been embezzled may pursue the wrongdoer 
and recover his property wholly or in part. Events in the Alison case 
show the possible value of this right of recovery. A substantial portion 
of the embezzled funds was recovered in 1941, ten years after the first 
embezzlement occurred. The court observed that an inflexible rule was 
not needed and the statute did not compel it, and while the Treasury 
Regulations said deductions shall “ordinarily” be taken in the year of 
embezzlement, that “ordinarily” does not mean always 








AUDITING CAPITAL OUTLAYS’ 


By MAURICE B. T. DAVIES 
Jam “Handy Organization, Inc. 
The investments which are made by management in the capital 
assets of a business are the concrete expression of a company’s plans for 
future progress and profits. Effective control must be more than a rou- 
tine verification of expenditures with recorded assets, of depreciation 
charges with reserves or of dispositions with accounting writeoffs. 


How was control maintained between amounts appropriated and 
actual expenditures? Were anticipated economies or advantages actual- 
ly realized? These and similar questions should be studied and answered 
in the internal auditor’s analysis and appraisal of the controls over cap- 
ital expenditures. 


CAPITAL OUTLAYS ARE SIGNIFICANT IN THE DEVELOPMENT 
OF AN ECONOMY 


HE review of capital expenditures offers the auditor one of the most 

fertile fields in industry. In the first place, the future of his own 
company depends on effective capital expenditure. Secondly, and even 
more significantly, our economy flourishes or suffers largely as a result 
of how the nation’s industrial plant is developed. 


Let us look back awhile. The railroad, automobile, airplane, street- 
car, ocean liner are all the outcome of far-seeing and judicious capital 
development. So are the radio, television, air conditioner, refrigerator, 
wonder drugs, atomic energy, — in fact, the entire gamut of the pro- 
ducts of industry we see around us today. Essentially these develop- 
ments are of two types: new products themselves (generally starting 
as luxuries and rapidly becoming necessities) and the means of produc- 
ing them, such as assembly-line techniques and the concomitant ma- 
chinery, and transporting them. 


A glance into the future must surely convince us that the tremend- 
ous development of the past fifty to a hundred years is continuing with 
increased pace, and in the next fifty years’ time it may well be that we 
shall be living in a world of products and techniques which are largely 
unknown today. 
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Yet thousands of businesses will fall by the wayside in this con- 
tinuing economic revolution—just as they have done in the past. 
(Think, for example, of the many makes of automobiles some thirty 
years ago which are no longer with us.) One of the essential features 
that weeds out the survivors is, as it has always been, their fitness. To 
survive with the fittest we cannot depend on luck; we must rely on good 
business judgment, in which control plays a ruling part. 


So the auditor, who is so intimately concerned with control, has an 
important part in helping to develop the industrial world of tomorrow. 


AUDITING MUST EXTEND BEYOND THE ROUTINE REVIEW 


Let us digress for a moment and see what the auditor normally 
concerns himself with in his review of capital expenditures. These pro- 
cedures may be regarded as typical. 

(a) He examines vouchers substantiating the expenditures which 

have been capitalized. 

(b) He satisfies himself that individual projects have been prop- 
erly approved, by reference to minutes, appropriations and 
other types of approvals. 

(c) He reviews the accounting methods and the accounts them- 
selves to see that the balance sheet reflects the position fairly, 
that proper depreciation is provided, that retired equipment 
is duly accounted for, and that proper classifications are made 
for internal reporting. 

(d) He studies the records of individual items of equipment, etc. 
and inspects physical items thereby represented. 

These are normally the most important features that he reviews—and 
they are all very necessary. 

However, there are fewer auditors who concern themselves with 
some other very significant aspects of capital expenditures, such as: 

(a) The effect of these expenditures on corporate profits; 

(b) The soundness of long-term capital expenditures planning; 

(c) The relation of corporate spending to the company’s financial 
ability to expand; 

(d) The evaluation and appraisal of individual projects. 
Needless to say, in venturing into these fields, the auditor is “sticking 
his neck out.” He is working closely with matters which are the essence 
of management policy, techniques and controls. If an auditor discloses 
clerical inefficiency he is normally heard sympathetically. If he should 
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criticize management inefficiency he is going to meet opposition from 
high places. This makes his undertaking all the more important and 
demands special skill and diplomacy in making his review and pre- 
senting his findings. 


CONTROLS ARE ESSENTIAL FOR WELL COORDINATED CAPITAL 
EXPENDITURES 


Capital expenditures are incurred for one purpose—and one pur- 
pose only—to earn more profits on a long-term basis. Sure, there will be 
individual projects which show neither savings nor additional revenue, 
but they should form part of an over-all plan for greater profits over 
a long-term period. 


The predominant sources of funds for capital expenditures are: 
(a) Earnings plowed back into the business 

(b) Sums set aside out of earnings to provide for depreciation 
(c) Borrowed money 

(d) Additional contributions from present or new stockholders. 


Regardless of which source is used, however, the expenditures must 
lead to satisfactory returns for the stockholders, either in terms of divi- 
dends or by improving their equity. This is a major duty that the board 
of directors owes to the stockholders. 


The controls that management observes in relation to capital ex- 
penditures will normally cover five phases: 


(1) Planning and budgets 


This involves the appraisal of its various capital needs in terms of 
quality, priority, cost and coordination with long-range programming. 
The approved budget must be under constant review so as to be flexible 
and meet changing needs and priorities. Financial planning forms a 
part of this phase. 
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(2) Appropriations 
Despite the inclusion of individual projects in a budget, they norm- 
ally require a “second look” — a closer appraisal — before funds are 
actually appropriated for the work to be put in hand and the money 
spent. 


(3) Execution 
Once a project is approved it has to be followed by the creation of 
a new asset. This involves procurement, engineering and installaticn. 


(4) Accounting 


The need for accurate accounting calls for no emphasis, as it is 
well understood in the auditing profession. 


(5) Appraisal 

This important function consists of reviewing the results of the 
expenditure in relation to the objectives which led to its being incurred. 
The first, and easier, stage is that of comparing the actual costs against 
the estimates which formed the basis of, first, the budget and, later, the 
appropriation. The reasons for these differences should be established 
and made known to those concerned. After that, often after the lapse of 
a considerable time, the additional earning power (whether in terms 
of added revenue or lower costs) must be examined in relation to orig- 
inal estimates. It may be argued that this course serves little purpose 
as the process is often time-consuming and amounts to locking the 
stable door after the horse has bolted. However, it serves two very 
real purposes: 


(i) It keeps the management and the board of directors informed 
as to the effectiveness of their capital expenditures program; 


(ii) It shows, by studying deviations from estimates, what weak- 
nesses existed in the past and how they can be overcome in 
future planning. 


FINANCING IS OFTEN AN IMPORTANT FEATURE IN CAPITAL 
DEVELOPMENT 


We have already noted that there are four principal sources of 
funds for capital expenditures. An astute management will pay careful 
attention to the selection of a source to meet its particular needs. While 
the preservation of a well-balanced corporate financial structure is a 
paramount consideration, the timing of the financing may be signifi- 
cant as well. For example, if interest rates are low it may be wise to 
borrow for this year’s program and draw from plowed-back earnings 
the following year, instead of vice versa. 
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To get a realistic picture of capital expenditure financing, one must 
normally review a long period (say ten years of past experience and as 
far into the future as plans have been laid). The judicious use of gen- 
erally accepted business ratios is probably the simplest method of ap- 
praising financing. In using these ratios, however, we must recognize 
their limitations: 


(i) Ratios for any one point or period of time are seldom mean- 
ingful. They have to be studied as trends and also in relation 
to ratios applicable to comparable businesses. 


(ii) Any one ratio is likely to tell only one aspect of the story. 
Several different ratios should be used and considered as a 
group. 


Let us now consider a few of the guides which may be of help in 
making a study such as this. 


(a) Fixed assets related to net worth 

Divide the amount of fixed assets, after depreciation, by the net 
worth, exclusive of any value attributed to intangible assets. This will 
indicate whether too great a drain has been made on the company’s 
resources for capital expenditure. 


(b) Current debt related to net worth 

Divide the amount of current liabilities by the net worth (exclud- 
ing intangibles). In conjunction with the review of other ratios, this 
may give a guide as to whether the financial position is being prejudiced 
by investing too much in fixed assets at the expense of maintaining 
a liquid position. 
(c) Long-term debt related to working capital 

Divide the amount of long-term liabilities by working capital. This 
will reveal whether the business is being financed by creditors instead 
of increasing equity capital, a common cause for bankruptcy if adverse 
business conditions are encountered. 


(d) Net earnings related to net worth 

Express net earnings for the year to the average annual net worth 
(excluding intangibles). This reflects the return on contributed capital 
and plowed-back earnings. 


(e) Return on common stockholders’ equity 

Express annual net earnings, after deducting dividends paid to 
preferred stockholders, as a percentage of average annual net worth 
(excluding intangibles), after deducting the amount of preferred cap- 
ital stock. These ratios, in the case of an expanding business, show by 


Auditing Capital Outlays 59 
their trend how the equity ownership of the business has benefited 
from the capital expenditure program. 


THE AUDITOR SHOULD COVER THE ENTIRE CONTROL SYSTEM 


Having reviewed some of the controls applicable to capital expend- 
itures, we can now consider how the auditor might appraise them. 


First, in connection with capital expenditure budgets, he will need 
to examine these features: 

How is the budget prepared, and by whom is it approved? 

How often is it reviewed and revised, and what is the nature of 
the review? 

Are effective yardsticks considered in deciding which of competing 
projects are selected for inclusion in the budget? 

Does the budget provide for proper coordination of expanded facil- 
ities in the business as a whole? 

Is the budget substantiated by adequate records? 

Is there a proper correlation between the budget and the later 
appropriations? 

In considering financing, the auditor should prepare—or examine, 
if it has already been prepared—a picture of the ratio trends over a 
representative period and as far into the future as plans have been 

ated. He should study the import of these trends as a guide as 

formulated. He should study tl port of tl trend guid 
to whether the company’s capital expenditures have proved profitable 
and have been executed and financed. 

Next, in examining appropriations routine, the auditor should 
seek to answer such questions as these: 

Is each appropriation so prepared as to give a full justification be- 
fore a project is approved? 

Where applicable, are “pay-outs” (i.e., speed of return of cash in- 
vested) calculated as a part of each project justification? 

In appropriate cases, are steps taken to get approval for accelerated 
amortization for tax purposes before a project is approved? 

Are approval authorities realistically delegated? 

Are adequate records kept to segregate the cost of each project and 
compile them in such a way as to compare them with original estimates? 

Are regular reports issued showing the status of work in progress 
and funds committed for their completion? 


Is timely action taken in cases where costs overrun estimates? 
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In relation to the execution phase of capital expenditures, the 
auditor will need to ascertain that: 


Proper purchasing procedure is followed in procurement of goods 
and services for completing projects; 


Where needed, engineering plans are properly developed and fol- 
lowed; 


In cases where outside contractors are engaged, agreements are 
advantageously drawn up and duly followed, consideration also being 
paid to cost examination in the “cost-plus” type of contract: 


Time schedules are prepared and adhered to; 


Facilities are inspected and adequate insurance coverage provided 
before they are put into operation; 


Proper steps are taken for preventive maintenance. 

The accounting phase of capital expenditures has already been 
mentioned. In brief, the auditor will seek to be satisfied that: 

Expenditures are substantiated by vouchers; 


Accounts are correctly classified and summarized; 


Depreciation is realistically brought into account (especially where 
accelerated amortization is involved) ; 


Retirements and movements of equipment are properly authorized 
and recorded, both as to cost and depreciation, and are correctly dealt 
with for tax purposes; 


Equipment is fairly valued for insurance coverage and property 
tax assessments; 


The cost of idle equipment is segregated and steps are taken to 
determine the desirability of keeping or disposing of it. 


If no proper steps are taken for appraisal of capital expenditures, 
the auditor should himself make some sample appraisals. However, 
assuming that an adequate system is in effect, he will want to answer 
such questions as these: 


Are regular and effective comparisons made between the capital 
expenditure budget and actual expenditures? 


Is a comprehensive system in effect for examining deviations of 
estimates (i) as between budget and appropriations and (ii) as between 
appropriations and expenditures? 


Are the results of these examinations accurately prepared, and is 
their timing realistic? 
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Is responsibility for the examinations placed on persons or depart- 
ments best equipped to make them? 

Are the results, if material, reported to management and used as 
a guide for future operations? 


CONCLUSION 

Perhaps the auditor may consider the range and type of an exam 
ination such as this to be too extensive. However, let him look at the 
relative values of fixed assets in his company’s balance sheet. Let him 
reflect on the importance of a well devised, well kept plant to his com- 
pany’s present and future earning power. Let him consider, too, the 
effect on his company should the plant suddenly cease to function for 
the purposes for which it was installed. Surely, in relation to the other 
appraisal activities which he pursues, that of capital expenditures must 
be one of his major concerns. 





PROTECTIVE AND CONSTRUCTIVE 
SERVICES OF INTERNAL AUDITING“ 


By FRANKLIN E. WALKER 
General Auditor, Gerber Products Company 


Time and again the thought is expressed that the role of the in- 
ternal auditor is to “serve management”. The author here cloaks this 
expression with reality. He describes the kinds of services the internal 
auditor can and does perform for his company; and, even more import- 
antly, he presents actual case histories drawn from the experiences of 
a number of fellow-members of Tue Instirute and submitted as ex- 
amples of the outstanding services performed by internal auditors. 


T has often been stated in our literature that internal auditing should 

be the good right arm of management. I would go much further than 
this and say that internal auditing should also be the eyes and ears of 
management! With this concept of duty in mind, the internal auditor 
can and will bring to management the things which management wants 
to know about and vital information which they cannot obtain in any 
other way! 


Most of us, if we are proficient in our jobs at all, are enthusiastic 
about the work we do. We think and act largely in terms of our im- 
mediate requirements. We know and perform our jobs in the way we 
have been trained, in the way our experience and knowledge dictate, 
but very often that way may not be the best way. Sometimes, we can- 
not see the forest for the trees, and it takes someone with a fresh and 
independent viewpoint to set us straight. Who else is better qualified 
from the standpoint of experience and broad over-all knowledge of com- 
pany operations, to lend the helping hand to both management and 
operating personnel than the internal auditor? I like to think of the 
internal auditor as an indispensable link between management and 
line personnel. One who can and will be a means for a two-way com- 
munication, bringing to management those things—both good and bad 
—which it should know about in order to achieve the most efficient 
administration of the company’s operations and conversely take back to 
line personnel a clear and lucid picture of management’s objectives and 
a clear interpretation of management’s policies. 


*Delivered at meeting of the Chicago Control of the Controllers Institute of America. 
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In order to clarify the position of the internal auditor in his role 
as a tool of management, I would like to review briefly parts of the 
“Statement of Responsibilities of the Internal Auditor” issued in 1947 
by the Research Committee of Tue INstrruTe or INTERNAL AupDITORS. 
Internal auditing is defined therein as “the independent appraisal ac- 
tivity within an organization for the review of the accounting, financial 
and other operations as a basis for constructive service to management.” 
It states further that the over-all objective of internal auditing “is to 
assist management in achieving the most efficient administration of the 
operations of the organization.” This over-all objective has two major 
phases: 


(1) “the protection of the interests of the organization, including 
the pointing out of existing deficiencies to provide a basis for 
appropriate corrective action.” 


to 


“the furtherance of the interests of the organization, includ- 
ing the recommendation of changes for the improvement of 
the various phases of the operations.” 


From this it can be seen that the internal auditor has set up a goal 
for himself far beyond the old concept of the long-nosed fellow with a 
sharp pencil who would add and check figures faster than the other 
fellow. The modern internal auditor aspires to a professional status in 
the business world; and, because of his willingness to study, his capac- 
ity for assimilating knowledge and experience, his ability to separate 
the important from the unimportant, and his ability to apply such 
knowledge, thereby benefitting all branches of management, he is well 
on his way toward reaching his goal. 


There is one other function which the internal auditor can and 
should perform to a high degree of satisfaction. This is a function, or a 
duty if you wish to call it that, which the auditor is particularly well 
fitted to handle. I know that many may disagree with me and contend 
that it belongs largely to the systems and procedures group and to line 
supervision. However, since many organizations, particularly the smal- 
ler and medium-sized companies, do not have systems and procedures 
departments, I personally believe that auditing should assume a large 
share of the responsibility in that direction. I refer to what I like to call 
“Precedent Busting.” It has been said, on good authority, that any job 
or operation which has been done in the same way for more than six 
months is being done the wrong way. I cannot concur completely in 
the time span mentioned, but I do know from personal experience that 
many jobs and operations have been performed the same way and 
obsolete policies have been followed for many years for no other reason 
than just because someone found it convenient or expedient to do it 
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that way one, five, ten or twenty years ago. We all know and recognize 
the fact that conditions change and sometimes quite rapidly. Equipment 
with which we work is constantly being improved and new and more 
efficient techniques are evolved for handling many kinds of work. Even 
internal requirements change almost overnight. It naturally follows 
that because of increasing taxes, increasing labor and material costs, 
and increasing transportation costs, any enterprise must keep a 
weather eye open for opportunities to reduce costs of all types at the 
earliest possible moment. 


I think it is unrealistic to expect the individual, who is responsible 
for doing the work and meeting the deadlines, to spot all of the weak- 
nesses in a system or procedure in operation. It is quite true that he 
should know more about that particular operation than anyone else and 
he generally does. In fact he knows so much about it that he often 
misses the obvious. Right here is where the alert auditor can be of great 
value to management and without spending an appreciable amount of 
extra time in doing so. By a few well directed questions and by observa- 
tion he can often spot a flaw in the operation which is allowed to exist 
mainly because it has always been done that way and no one has taken 
the trouble to ask why. 


I hope that I have not conveyed to you the impression that the 
internal auditor should be “all things to all people” or that he should 
be allowed to usurp in any way the functions of management. Regard- 
less of how wide or unlimited the internal auditor’s scope of responsibil- 
ity may be, the basic responsibility for the course of conduct of a busi- 
ness, for prevention of deficiencies in its operations, for the stimulation 
of new ideas and for the development of new and better policy and 
procedure belongs not to the internal auditor but to the proper line and 
staff groups. 


The cases described later in this paper are intended to serve as 
examples of internal auditing in action. They are actual case histories 
of situations initiated and developed by various internal auditing de- 
partments resulting in significant savings, increased efficiencies, issu- 
ance of new or modified policies and special services to management. 
These case histories are presented as examples of what has been and 
what can be accomplished by the internal auditor rather than as a de- 
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tailed analysis of which controls failed or as a detailed description of 
corrective measures taken. 


While case histories which illustrate actual savings in money are 
always interesting and instructive, it should be realized and appreciated 
that a price tag cannot be placed upon all activities of internal auditing. 
Money savings or recoveries are only a part of the auditor’s accomplish- 
ments and objectives. There are many intangible by-products of his 
work which cannot be evaluated in dollars, in time saved, or even in 
more efficient operations. Often the work of the internal auditor is 
somewhat analagous to that of the guard or the blocking back on a 
football team. The value of a job well done is there, but it is more like- 
ly to be obscured or overshadowed by the achievement of the man car- 
rying the ball. And so it is with the auditor—it is impossible to evaluate 
an act of omission or commission which is never performed or perhaps 
to evaluate the potential violation of a rule or policy. A price tag cannot 
be placed on the preventive influence emanating from a dynamic audit 
program. This is true whether it is a prevention of fraud, prevention of 
carelessness in work habits, prevention of laxity in following approved 
policy, correction of a poor or misinterpreted policy, or the correction 
of poor handling of property. 


To carry the point just a bit further, let me point out that statistics 
by fidelity insurance companies prove that a large percentage of people 
stay on the “straight and narrow” not because of any moral persuasion, 
but simply because they are afraid that they may be caught in any 
wrongdoing. Now, if this premise is correct, it naturally follows that 
widespread knowledge within an organization of the fact that all opera- 
tions are subject to close scrutiny at any time by an independent agency 
within the company itself is bound to produce a deeper respect for policy 
and for procedure. I believe also that I am on safe ground when I say 
that as a result of the constant testing of controls by the internal auditor, 
some of which may have emanated from his recommendations, many 
industrial firms and financial institutions have effectively controlled 
defalcation and fraud to the extent that very few, if any, such losses 
now occur. Even so there is wide latitude for action by the internal 
auditor in providing services of importance to management. 


CASE HISTORIES—DOLLAR SAVINGS 


Case I 

A large quantity of work in process inventory was observed being 
stored outside of the building in the yard area. The material being 
exposed to the elements gathered rust which had to be removed before 
further processing. It was also necessary to employ a night shift guard 














66 


service because the insurance in effect covered only material stored 
in the building. Upon adoption of the auditor’s recommendation that the 
material be stored inside the building a saving in guard service of 
$5,044 per year was effected in addition to the considerable cost of re- 
moving the accumulated rust and the additional handling cost. 


The Internal Auditor 


No doubt someone was familiar with all these details and costs, but 
the practical solution did not receive proper consideration until it was 
pointed out by the auditor. 


Case Il 


A review of payroll distribution indicated excessive non-productive 
labor in certain productive labor departments. The auditor visited both 
day and night shifts and observed an excessive amount of idle time 
caused by improper job scheduling. Rescheduling resulted in a saving 
of 200 man hours per week or approximately $18,200 per year. 


There was actually nothing outstanding about the auditor’s work 
in this instance except that it brings out the point that a fresh and inde- 
pendent approach to a subject may often reveal conditions which are 
so obvious as to be completely ignored by those responsible for the 
operation. 


Case III 


The division manager of a national organization was responsible 
for all sales and production operations in his area. During a routine 
audit, it was noticed that prices received from the sale of surplus auto- 
mobiles and trucks at this branch seemed rather low. Questioning 
brought forth the claim that the equipment was in bad condition and 
hard to sell. The auditor decided to investigate and contacted some of 
the purchasers. This revealed that the full amount collected from the 
purchaser was not being turned in to the company. Company procedure 
required a copy of the form, authorizing disposition and stating the 
selling price, be sent direct from the general office to the purchaser. 
This control was circumvented by showing a friend or relative as pur- 
chaser, although the sale was actually made direct to the final pur- 
chaser by the company representative. 


The auditor obtained the names of actual purchasers from state 
license records. It finally developed that the division manager was in 
collusion with the employee responsible for disposition of the branch 
equipment. It was also found that company personnel were being used 
extensively on the division manager’s personal estate. While $50,000 
was recovered on a compromise settlement with the bonding company, 
the main benefit derived from the exposure was the correction of a situ- 
ation having an adverse effect on the morale of division personnel. 
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Replacement of the division manager and several other key personnel, 
while causing temporary apprehension, resulted in a very definite im- 
provement in employee morale. 


Case IV 


During an audit of the materials account of a large oil refiner it 
was noticed that purchases of a certain chemical, used in the manufac- 
ture of petroleum products, were being made both in tank car and in 
drum lots. Investigation revealed a difference of 13 cents per pound in 
cost as between the same chemical purchased in drums and that pur- 
chased in tank car lots. The chemical received in tank cars was being 
stored in a large tank and piped to nearby units for use, whereas the 
same chemical purchased in drums was being used by an isolated unit 
at the far end of the plant. Originally the requirements of this unit were 
small, but as time went on, consumption of the chemical increased 
greatly. 

The auditor suggested installation of facilities to handle the bulk 
chemical at this unit. Shortly a pipe line from the central storage to 
the unit was installed. Bulk storage was also installed at two of the 
company’s other refineries where the drum chemical was being used. 
Savings of approximately $18,000 annually were effected. 


Case V 


The auditor noted that proceeds received from the sale of scrap for 
the last eight months amounted to $441. Based on the dollar values of 
exchange units scrapped, as well as the new parts used in recondition- 
ing old units for which supposedly identical old parts would be scrapped, 
the auditor estimated that scrap should accumulate at the rate of 17,000 
Ibs. per month, instead of the current 9,000 Ibs. All scrap was sold to 
a junk dealer for $6 per thousand pounds, a rate which had been in 
effect at least since 1950. Two leading scrap dealers were contacted 
and quoted prices of $25 per gross ton, f.o.b. our building. Cast iron 
scrap was quoted at $30 per ton. The auditor estimated that the loss of 
revenue for one year amounted to almost $1,600, based on the esti- 
mated calculations of weights and the actual price differential. After 
calling this situation to the district manager’s attention, written instruc- 
tions were issued to dispose of all scrap directly to the leading scrap 
metal dealers at the highest prevailing prices and insist on certified 
public weight slips for all scrap sold. The amount of money involved 
was small; however, the case indicates alertness on the part of the 
auditor. 


Case VI 


For several years it had been customary for the payroll department 
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to fold and insert pay checks into window envelopes for delivery to 
the employees. This was a tedious and time-consuming job at a time 
when every minute of payroll personnel’s time was needed for other 
more important duties. 


The auditor investigated the need for the envelopes and recom- 
mended they be discontinued. He also recommended that payroll checks 
be simplified and employee’s name be eliminated from the stub, which 
served the purpose of an earnings statement. The clock number was 
substituted for the name. This solved another problem which had been 
causing some concern for a long time in that the check stubs now drop- 
ped on the floor or left at bank counters, etc., did not disclose the payee’s 
name. Dollar savings amounted to about $700 per year, but the most 
important gain was in time saved at a critical period in each week’s 
work. 


CASE HISTORIES—INCREASED EFFICIENCY 
Case I 


Company rules are that all material issued by the stores depart- 
ment may be issued only on a properly approved requisition. Because 
of needs of the moment, a mechanic would inform the foreman of 
material required, and the foreman would prepare a requisition which 
the mechanic took to the store counter where he drew his material. This 
meant that hundreds of requisitions were made for small items such as 
bolts, nuts, washers, flashlight cells, etc. The value of material drawn 
on each such requisition ranged from 1¢ to 25¢. 


It was estimated that the cost of handling a requisition from the 
time the foreman prepared it until it was finally accounted for, ab- 
stracted, and journalized was $2. Action was taken to streamline the 
procedures, and many low-priced items, classified as working stock, 
were placed in bins at centrally located points in the large shop build- 
ing, material being charged out when placed. This resulted in the sav- 
ing of time procuring material as well as time spent in making and 
accounting for many hundreds of requisitions each month. 


Case II 


The audit of a personnel department revealed a pyramiding of 
forms and records, duplication of effort and poor availability of import- 
ant information. Auditor was requested to make a complete study of 
the departmental operation including the functioning of personnel. 


Forty-two different forms were being used in the department, 
which included the health service section. By revision, combining and 
elimination, eighteen or 42% of these forms were discontinued. An 
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employee historical record was created to carry all pertinent informa- 
tion concerning an employee. The fold-over card was designed for 
use in visible card file. As soon as an employee is hired the card is 
headed up and all information concerning that individual is channeled 
to this file. Since the cards lay flat, posting is easy. Complete informa- 
tion on each employee is now available for instant reference and post- 
ing time is reduced materially. Individual job assignments were re- 
vamped to effect as much specialization as possible with a considerable 
increase in efficiency. This also reduced errors to a minimum and fixed 
individual responsibility. In addition to a much more efficiently oper- 
ated department having vital operating information available instant- 
ly, the clerical force was reduced by one person. 


CASE HISTORIES—POLICY CHANGES 
Case I 


The traffic department of an oil company required receipting of 
all freight bills by the carrier. This entailed a great amount of detail 
work by the accounting department and excessive postage expense. 
The paid vouchers had to be set aside in temporary files pending re- 
turn of the receipted bill, then the returned bills had to be checked 
off a list to determine that they were all there. The auditor’s investiga- 
tion revealed that it was unnecessary to secure the receipts on the bills. 
If it was eventually needed, the railroad or trucker would receipt the 
bill at that time, or a blanket bond of indemnity could be filed. It was 
found that few other companies required receipting of freight bills. In 
spite of objections by the traffic department, management issued a 
directive to discontinue the old policy with a resulting saving in clerical 
time which could be devoted to more productive purposes. 


Case Il 


The combined results of regular and special preparing of new mot 
or trucks for the first 10 months of the year showed a loss of $21,000. 
A review of 45 special job tickets indicated a net loss of $94 over the 
amounts collected from dealers and customers. The monthly blanket 
job tickets for regular preparing and delivering were supported by an 
average of 400 requisitions for supplies and for parts added and removed 
from new trucks. These job tickets were not individually examined and 
became a catch-all for various expenses, which in many instances 
should have been charged to other operating accounts. The auditor 
recommended that the use of individual job tickets be reinstated for 
regular assembling and handling work so that better control could be 
maintained. 
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Case Ill 


When making cash disbursement audits it was noted that line of 
approval authority was weak and inconsistent. Almost any supervisor 
was permitted to approve purchase requisitions, miscellaneous invoices, 
negotiate various agreements, etc. In some instances the reverse was 
the rule and members of top management were required to approve 
routine items of which they knew little or nothing. Often no one was 
available to handle an important item of a rush nature. The only 
approvals authorized in writing were on an incomplete and obsolete 
list of a few management personnel with no limitations specified. 


The auditor recommended that the policy be crystallized on ap- 
provals and that individual approval authorizations be issued and signed 
by the president for each person having approval authority; the author- 
ization to spell out the specific things to be approved and any limitations 
as to amount or quantity. Alternate approvals were to be shown in each 
instance for emergency handling. 


The recommendation was accepted and the auditor was requested 
to set up the record and write the policy. The result was a simplified 
and definite control of all expenditures, contract authority and purchase 
authority with specified limitations where necessary. Treasury and 
purchasing departments now have up-to-date authority for action which 
is based on the power of delegation stipulated in the by-laws of the 
company, and the auditing department has something to check. Revision 
or establishment of authority is easy to make since a sheet is set up 
for each individual and copies can be distributed to only those persons 
concerned. The master approval manual is maintained in the auditing 
department. All requests for changes or revisions are sent direct to 
auditing where the need is analyzed and discussed with the persons 
concerned and final approval of the delegation is secured from the presi- 
dent or the division head. 


The handling of such a record obviously need not and probably 
should not be in the auditing department. It can best be done in the 
administrative department, if there is one, or in treasury or the sec- 
retary’s office or elsewhere. 


CASE HISTORIES—SERVICES TO MANAGEMENT 


Case I 


This case involves industrial processing and the determination of 
the costs to be charged to the customer and those costs to be absorbed 
by the company. Each order is made to specifications supplied by the 
customer. It is the internal auditor’s responsibility in this company to 
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determine that full revenue is received for all processing operations 
accorded customers’ orders. Where not received, policy decrees that 
operating and sales personnel notify management of any circumstances 
which justify not obtaining full revenue. 


It was found that the scheduling group were indicating to the vari- 
ous processing units, production practices which were more restrictive 
and costly than those justified and provided by the customer’s specifi- 
cations. In this particular instance the restrictive practices followed, 
resulted in the incurrence of a production process for which the com 
pany would normally receive additional sales income of about $750,000 
a year or some $600,000 a year, if evaluated on a cost basis. 


The auditor feeling that it was unrealistic to label this as a loss of 
sales revenue, since the restrictive process was not requested by the 
customer, referred the matter to top management on the merits of the 
significant cost incurrence alone. The final outcome was that the addi- 
tional cost incurrence was reduced by 50%, or better than $300,000 per 
year for the same return in dollar revenue. 


An important consideration here is the omission by design or ignor 
ance, on the part of those responsible, of not reporting the situation to 
the attention of management at the outset, even though this reporting 
was the intent of prevailing policy and procedure. 


Another condition involved, which is not susceptible to evaluation, 
was the additional manufacturing time expended because of the unnec 
essary restriction which could have been utilized in the processing of 
other orders. 


Case Il 


The internal auditor of a machinery manufacturer having two 
plants, made a detailed study of the prices paid by plant No. 2 for cast 
ings purchased from an outside foundry company. The test extended 
over a period of four months and included a comparison of costs of 
purchases from the foundry company with cost which would have been 
incurred if the same castings had been produced at their own plant 
No. 1. It was found that plant No. 2 had paid approximately 2.1¢ per 
pound more than the same material would have cost if produced at 
Plant No. 1. This amounted to $2,364 per month or more than $28,000 
per year in excess cost. It was also discovered that plant No. 2 had paid 
an excess of 11.3% over their own standard cost for this material. In 
addition to the computed excess costs there were other expenses such as 
handling and shipping of patterns, etc. Plant No. 1 also suffered a loss 
of the amount involved in production at that plant. 
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Suggestions were made for proper coordination and cooperation 
between the two plants so that work of this nature and volume would 
not have to be “farmed out.” It was pointed out that even an emergency 
requirement which was responsible for the initial arrangement should 
not have been permitted to exist over such a long period of time. 


Case Ill 

An audit of an employee group insurance section revealed a serious 
condition resulting from lack of proper supervision, follow-up, and 
gross negligence. Records were incomplete and inaccurate. Insurance 
coverage was in effect for persons long terminated and coverage was in 
question for many persons on current payrolls. No effort had been 
made to check current premium invoices against current payrolls. Car- 
rier’s invoices had been approved for payment without proper check 
or consideration. Payroll deductions for employee’s share of the prem- 
ium were not properly followed up and cash payments of premiums by 
employees not properly credited. Proper deductions were not always 
made or cash payment collected for employees away on leave of ab- 
sence or layoff. 


The corrective action taken was to transfer administration of em- 
ployee insurance from the personnel department to the insurance de- 
partment. New personnel was secured to handle the group insurance 
work and new standards and checking procedures were established 
through the use of electric accounting machines. The complete reorgan- 
ization of this section was delegated to the auditing department and the 
job, including the training of personnel and revamping of records and 
procedures, was accomplished by the auditor in about sixty days. 


Case 1V 


Audit of maintenance supply stock room, requested by the plant 
manager, revealed heavy overstocking of certain items, poor stockkeep- 
ing and unnecessary work involving the pricing and posting of small 
supply items by work order number. 


Recommendation was made to discontinue the maintenance of a 
perpetual inventory record which was being posted in detail from sup- 
ply requisitions. Bin cards were recommended to replace the inventory 
record. Orders were to be noted on bin cards as made and withdrawals 
noted thereon at time material was withdrawn. When stock reached the 
order point, the supply clerk made up a requisition for the additional 
supply. 


The pricing and posting of indiviual withdrawal requisitions was 
eliminated by distributing the purchase invoice directly to the work 
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order for which it was made. In case of a few items for general use, 
such as nails, bolts, gaskets and welding rods which could not be allo- 
cated to specific work orders, these items were charged to a separate ac- 
count and pro-rated percentage-wise over all work orders at the end of 
the month on a dollar basis. 


Thirty per cent reduction of inventories was recommended. This 
reduced cash investment by at least $18,000 and reduced subsequent 
losses through obsolescense. Reduction of work by 50% on inventory 
records represented labor savings of about $1,550 per year. Reduction 
of work on job cost distribution amounted to about $1,000 per year. 
Elimination of part time employee in stock room amounted to about 
$600 per year. Total measurable savings were about $3,000 per year. 








STAFF EDUCATION AND TRAINING* 


By WILLIAM J. TOWNSEND 
Canada Packers, Limited 


Through careful selection of personnel and adequate training pro- 
grams, business maintains and develops its most valuable asset—the 
people who work for it. 


The internal auditor can have a definite place and responsibility 
for contributing to this program. His experience and knowledge of com- 
pany standards and operations—and his contact with the supervisors 
who are responsible for training, may be utilized to good advantage, 
in observation and constructive suggestion. 


] would like to discuss the problem of staff training and education, 
and to endeavor to point up the interest of the internal auditor in 
such a program. In using the term staff, I am not referring specifically 
to internal audit staff, but to company staff in general. 


A first charge upon the responsibility of the internal auditor in 
the discharge of his duty is the care and protection of company assets, 
and when you and I talk of such assets we think instinctively of such 
important items as cash, accounts receivable, inventories, fixed assets, 
etc., and to the protection of these the major portion of our thinking 
and our time is devoted. 


Industry, however, possesses another type of asset, representing a 
tremendous investment, which warrants a corresponding sense of re- 
sponsibility on the part of the auditor, and this is the human asset as 
represented by personnel. 


I venture to suggest that many internal auditing departments fail 
to devote full consideration to the importance of this particular asset 
which can, and does, contribute so much to success or failure in in- 
dustry. 

Let us then examine the term “training and education” and look 
at one or two of the basic factors which are involved. 


SELECTION 


Staff training begins with staff selection. The builder must have the 
best materials that can be provided if he is to erect a structure that will 


*Delivered at meeting of Montreal Chapter. 
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stand the test of time and be a credit to the builder. In the same sense 
it is necessary that industry procure the very best of human material 
if it hopes to build and train an efficient staff. 


We have said that care should be taken in the matter of staff 
selection. What then are some of the factors with which we should be 
concerned if we are to assure ourselves that we start off with the right 
material? 


There is, of course, the application form and the test paper which 
the applicant is usually asked to complete. If these are intelligently 
designed they will reveal a number of important facts. In addition, a 
check of the high school or university academic record and of personal 
conduct is always useful, as also is a review of the applicant's family 
and home background. 


All of these factors are important, but of even greater importance 
is the young man’s personality, his response and bearing in answering 
questions and his personal appearance and deportment. We may be 
dealing with an individual who has completed his test paper faultlessly 
and who has an enviable academic record, but whose personality and 
character is such that he will be totally unable to get along with 
others and who, if engaged, will eventually prove to be a disturbing 
influence. 


Careful staff selection, therefore, rests upon a number of consid- 
erations and, no matter how desperate a staff situation may become, 
we can never afford to relinquish any of our standards or any of our 
care in selecting the right type of individual. 


If all of these facts are important, where then does the internal 
auditor fit himself into the picture as it relates to staff selection, and 
how deeply does he concern himself to discover how well the job is 
done by the person who is responsible for staff recruitment? 


I believe that if such an inquiry was made of us it would be found 
that little effort is taken regarding such matters by the internal auditor 
and that his chief concern in whatever examination is made of employ 
ment records was performed in order to determine correct salary rates. 


Would it be found that as regular practice we sit down with the 
employment officer to discuss his method of selection and the prin 
ciples which govern his judgment? Would we find that helpful sug- 
gestions were being contributed by internal audit staff in an effort to 
strengthen an important segment of company procedure? Each of us 
will be able to answer these questions in the light of our own effort 
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STARTING POINT 


In my own company there is only one starting point at which a 
new recruit can begin and that is at the very bottom of the ladder, and 
these starting positions are available only for high school and university 
graduates. We do not fill intermediate and senior positions from the 
outside but only by young men who move up in the business from the 
bottom. We believe that if we are able to select the right material, 
with the proper basic education, the experience gained from succeeding 
years in our business will best fit a man for an important post. 


University and high school graduates start alike. They do the 
same work, under the same supervision, and with the same chances 
of promotion. We do not lose sight of the university men, because they 
represent a valuable investment which should not be neglected, but 
we give them no special assistance. The university graduate will be 
given opportunities if he is ready for them, but, in the final analysis, 
he will forge ahead only if he has superior ability and if he is able and 
eager to put to practical use the knowledge and experience he gained at 
university. 


INITIAL TRAINING 

When then, we have engaged our new recruit, what do we do with 
him and how are we to go about the job of training him? Are we merely 
going to throw him into the general stream to rely upon his own abil- 
ity to either sink or swim and thus allow him to feel that he represents 
an insignificant part of a large organization? Or, are we going to try to 
encourage him to believe that in spite of his newness and his inexperi- 
ence, we are concerned about his future, that we shall have a continu- 
ing interest in his progress and in his contentment with company ex- 
posure and working conditions, that we shall encourage him to prepare 
himself for future opportunty and advancement, and that he is import- 
ant to us as an individual? 


May I again cite one of the first steps my own company takes in 
this latter regard. 

It is our custom, every few weeks, to call together all new employ- 
ees to what we term an induction meeting in order to review the terms 
and conditions of employment and the benefits and privileges which 
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are available for each individual. These facts will have been discussed in 
general at the time of employment interview, but the object of the 
meeting is to deal with the various points in some detail and to answer 
any questions or inquiries which may arise either in connection with 
the subjects discussed or of any other nature. 


We explain that the meeting is of an informal nature and endeavor 
to have each person feel completely at home and to take a full part in 
the discussions. 


We review hours of work, policy regarding overtime, rest periods, 
smoking regulations, pay periods, salary adjustments and the basis 
of merit upon which they are based, bonus distribution and vacation 
policy, etc. We explain the privileges available such as our own plant 
hospital and medical facilities, blue cross, surgical insurance, our com- 
pany insurance plan, savings club facilities, the retail market where 
employees may purchase company products at cost, and our retirement 
plan. 


We speak to them regarding further education and the deep inter- 
est which the company has in such a program, explaining that perhaps 
the first lesson learned in industry by the high school and university 
graduate is that education, in a practical sense, is only just beginning, 
and that, in a highly competitive economy, it is necessary to constantly 
improve one’s knowledge and abilities if a full measure of success in 
life is to be achieved. Pointing out that for all approved educational 
courses the company will repay the cost upon satisfactory evidence of 
completion. 


We stress the importance of keeping the lines of communication 
between staff and management open at all times, that it is important 
to us to know what employees are thinking company-wise, good or bad, 
and that it is their privilege to appeal to the top rank of the business if 
any difficulty or uncertainty is not satisfactorily dealt with at super- 
visory level. 

Finally we point out that the principal company aim is to produce 
fine merchandise and to provide its customers with the best possible 
service, that this can only be accomplished by each employee accepting 
the responsibility for his work and by taking a personal pride in every- 
thing that is done. 

We emphasize that careless and irresponsible habits will not be 
tolerated, that the measure of success will depend upon individual effort 
and that the only limit to progress will be unpreparedness to accept 
responsibility. 


I believe that these meetings serve a very useful purpose in getting 
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new employees off on the right foot and that they are well worth the 
time and thought which is spent on them. I believe it is fair to say 
also that while the members of our internal audit staff are aware that 
such meetings are regularly held and of the purpose for which they are 
designed, the department has never been represented at any of the 
meetings and consequently I am sure these gatherings have been de- 
prived of the benefit of many useful suggestions for improvement. 


ON-THE-JOB TRAINING 


In many lerge organizations staff training is based upon the prin- 
ciple of training on the job with the result that the employee during his 
early years of training receives instruction, education and guidance 
from a succession of departmental supervisors as he moves forward in 
the business. Because all supervisors are not alike and because each does 
not possess the ability to impart knowledge to others, we can put our 
finger on an important weakness in the method of training on the job. 


The job, of course, requires an intimate knowledge of department 
procedure on the part of each supervisor, but it also requires other very 
important qualities—the ability to teach, patience, persistence and an 
understanding of human relationships. These latter qualities are not 
always found in every supervisor, and as I have already said, herein lies 
the weakness of training on the job, and it is here again that the 
internal auditor can exercise an influence to help correct imperfect 
training. 


I am sure that every internal auditor looks carefully at each office 
department in order to assure himself that that particular part of the 
business is protected by adequate methods of internal control. Let us 
then enlarge our concept of internal control and extend our department- 
al inquiries into the realm of this question of staff training. It can be 
done very simply by observation and a few well directed questions. 


TRAINING SURVEY 


Some month ago I directed a ten point questionnaire to two of the 
large accounting departments of our business. One of the questions 
asked was: 


“What is your opinion of the instruction, guidance and encourage- 


ment you have received from the various supervisors under whom you 
have served?” 


A number of the replies which were received indicated quite clear- 
ly that in a certain area of the office the job of training had been very 
poorly done and that some of our employees had an extremely low 
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opinion regarding the type of training to which they had been exposed. 
We watched this department very closely for some time and eventually 
confirmed the unpleasant fact of poor leadership, as a result of which 
the supervisor was replaced. 


You will say perhaps that it was the duty of the office manager to 
have detected such a weakness and you would be quite justified in your 
opinion. It is also the responsibility of the office manager vw see to it 
that proper internal control measures are in effect in his office and in 
this respect he is most ably assisted by the internal auditor. Industry 
needs a good “back stop” in the area of staff training and who is better 
able to provide that protection than the internal auditor? 


You may be interested in the nature of all of the questions con- 
tained in the ten point questionnaire to which I have referred and it 
may be well to review them. 

They were as follows: 

1. Do you believe that the company is interested in your progress 
and does its best to encourage you in moving ahead? 


to 


What is your opinion of the progress you have already made 

during your period of employment? 

3. Do you feel that the company has done its best in providing 
adequate and comfortable working conditions? 

4. What is your opinion regarding the hours of work which are 
now in effect? 

5. Are you satisfied with the measures taken by the company to 
control overtime? 

6. Do you feel that the program of employee benefits which the 

company provides is reasonable? 


a 


What is your opinion of the instruction, guidance and en- 

couragement you have received from the various supervisors 

under whom you have served? 

8. From your present knowledge of the company, do you believe 
that it offers you an assured future? 

9. Do you believe that a satisfactory relationship exists between 
the staff and management? 

10. Have you any suggestions to make, of a general nature, 

which you believe will improve the relationship between man- 

agement and staff? 


The response which was received gave us considerable food for 
thought. It revealed some situations which were unsatisfactory from 
the employee’s point of view which we had not realized existed. These 
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were corrected. It indicated also that some of the staff were concerned 
about matters regarding which they had been misinformed or had 
received an incorrect impression. It was important therefore to clear 
up the misunderstanding and this was carefully done. 


In discussing the qualities required in each supervisor a few 
minutes ago you will have noticed that I used the term “teaching” and 
it is one which I wish to emphasize. 


TEACHING IS AN ART 


Probably all supervisors fully understand in a theoretical sense 
what is required in staff training, but do they all possess the art of 
putting their knowledge to work in a practical and instructional man- 
ner? For teaching, or training, if you wish, is an art, and without it a 
large part of the task attempted is valueless. To become an effective 
teacher requires patience and, above all, persistence, and if we are to 
succeed in the important task of training staff we must recognize these 
requirements and do our best to make sure that our supervisors acquire 
the necessary skill. 


An important factor also to consider is the attitude and conduct 
of the supervisor himself. He must by precept and example set a 
standard of performance for his staff which is above question or re- 
proach and he must realize that it is not possible to lift his staff above 
his own level. The supervisor will find that his staff measures him 
more by his actions than by his words. 


ABILITY OF SUPERVISORS 


It is important for us to know therefore that supervisors possess 
the ability and willingness to effectively carry out the training job. 
His chief concern, of course, is to get the work of his department com- 
pleted. He is not always disposed to look closely at the imperfections 
that have occurred in the day’s work and to take time to sit down with 
the individual guilty of mistakes and to examine the cause thereof, to 
point out how such errors could have been avoided and indicate how 
seriously, perhaps, the error had cost time and additional work for 
others. 


For the individual a most valuable instrument for teaching and 
self education is one’s own mistakes, a willingness to look squarely at 
them, to analyze them and to realize clearly where one went wrong. 
Such an instrument, intelligently used, can become an effective tool 
of training. 
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DEPARTMENTAL MEETINGS 


Departmental staff meetings are most important in a program of 
staff training and education. If properly conducted they can mean 
much to the individual, particularly a relatively new employee. Here 
he can learn of overall conditions in his department and in the office 
generally which lie outside the sphere of his own particular duties. He 
is complimented to realize that his suggestions and opinions are sought 
after and are given consideration. He is able to sense the application 
of team play and to realize its great value. He learns something of 
the other fellow’s problems and is able to relate them to his own. Such 
meetings, I believe, can form a valuable part of a staff training pro- 
gram. 


One part of our general training plan to which we attach con- 
siderable importance is a method of instruction which prepares an 
individual for responsibilities which lie ahead and which are pro- 
grammed at various levels of experience. 


We hold weekly meetings through the winter season at which 
procedures in the junior accounting divisions of the business are dis- 
cussed. We may select, for example, the sales analysis department, 
review the source and flow of material into that department, explain 
what happens to the material, the breakdown of analysis distribution 
by pieces, weight, value and margin, how each separate sales territory 
is controlled and balanced, and by what means and for what purpose 
the final picture is prepared. 


We arrange weekly tours into the various plant departments under 
competent and skilled guides. The tours sometimes extend to our out- 
of-town plants, to our creameries, canneries, leather companies, cold 
storage warehouses, etc., all of which excursions give to the employee 
a knowledge of overall company activity. 


We carry out a series of product displays where the various types 
of merchandise which we process are explained, and in the case of 
carcass meat how the different cuts are made with the reason for 
relative value and use. 


For those employees who have displayed sales aptitudes and who 
express a desire to progress in that particular direction, we hold weekly 
sales courses at which a more intensive study of products is made and 
at which the desired techniques of selling are developed. 


For the junior departmental staffs we hold luncheon meetings, 
attended by management, the purpose being to acquaint the employees 
in the business with the people who run the business. 
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At more senior level we conduct a series of one hour lectures 
each week on various phases of our general accounting procedures 
which will cover such subjects as costing, expense budgets, expense 
analysis and distribution, the weekly estimates of profit and loss, the 
general ledger, property accounts and depreciation, etc. These lectures 
are held half in company time and half in the employees’ time. 


In addition to these company programs of training and education 
we sponsor courses of evening study as I have previously indicated, 
through university extension and other educational bodies and encour- 
age each employee to avail himself of such opportunities. This season 
at our Toronto office we had approximately sixty young men engaged 
in a variety of evening study courses. 


These are a few of the various types of training which can be 
used and which can be designed and executed in such a manner as to 
become extremely useful and valuable to the employee and to the 
business. 


CONCLUSION 


I have endeavored to deal with this question of staff training in 
very simple terms. I do not believe we need elaborate training 
schemes as long as the program is sensible and practical. Our aim 
should be to increase the knowledge of our people and to make potential 
managers of those with the necessary ability. Such a plan will work 
well if it is guided properly and if our supervisors are men who realize 
that they have a responsibility for more than just getting the day’s 
work done. There is also the responsibility of developing the best in 
every employee. We must build men by the work they do, the stand- 
ards we demand of them and the guidance they receive from their 
supervisors. 


Andrew Carnegie once said of the Bethlehem Steel Company 
“take away all our factories, take away all our trade, our avenues of 
transportation, our money, leave us nothing but our organization, and 
in four years we shall have re-established ourselves.” 


There is a need in our training program for an understanding of 
human relationships and the necessity of establishing them on a prac- 


tical basis. It is important to know what our people are thinking and 
to know how they react to certain conditions and situations. We expect 
them to work for us well and faithfully. We make no excuse, on oc- 
casion, to ask for a contribution beyond the actual call of duty. If a 
sensible personal relationship between management and staff exists 
such a contribution will be willingly made. 
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In this whole picture of training the internal auditor has a definite 
place and a definite responsibility. Because of his wide experience 
and his intimate knowledge of company standards and overall opera- 
tions, he can contribute greatly to the training program and by his 
observations and advice assist supervisors to train themselves to train 
others. 


The rate of progress in industry depends chiefly, if not altogether. 
upon the ability to develop men. Men who can produce, sell, invent 
and manage, men with ideas, with vision, who can think clearly and 
who are not afraid to work. It is our job to find such men and train 
them. This is the essence of your responsibility and mine. 








INVENTORY VERIFICATION*’ 


By RAYMOND F. CZINGER 
The Cleveland Electric Illuminating Company 


In work upon inventories, as elsewhere, the scope of effective in- 
ternal auditing extends beyond unimaginative verification of book re- 
cords with physical stocks. How well is the material stored and hand- 
led? — how much is obsolete? — are stocks in excess of requirements? 
— are controls economical and effective? — are all questions that should 
be studied as part of the internal audit job. Attention to such factors 
is necessary to fulfill the constructive responsibility of the internal 
auditor. 


HE composition of an inventory will vary with the different types 

of industry. For example, in my company, the Cleveland Electric 
Illuminating Company, the inventory consists primarily of Materials 
and Supplies and Coal. In a manufacturing organization, Raw Mater- 
ials and Goods in Process may comprise the greater part of the inven- 
tory. Despite differences in these elements, however, many of the prin- 
ciples of an inventory audit can be applied to all types of organization. 


Just to give an idea of our inventory program, 28% of available 
time of the internal audit department is spent on some phase of inven- 
tory work. Last year this amounted to 16¢ spent for every $100 in- 
vested in materials and supplies. This is in addition to the physical 
counts conducted by stores personnel for their own control purposes. 
At year-end, we had $714 million invested in materials and supplies. 


In our system, we have 17 storeroom locations. At each storeroom 
perpetual inventory records are maintained for each item in stock. Our 
physical counts are made on a test basis. Physical counts are made for 
a select group of items at each location—the counts are compared to 
the stock records—and the card balances are then adjusted for any 
differences. Upon the completion of these test counts, balances for all 
items in stock at each location are listed, consolidated, and comparisons 
made with accounting department records. Reasonable attempts are 
made to reconcile all major differences between the two records. After 
the reconciliation is completed, the accounting department records are 
adjusted to reflect the quantities indicated on the storeroom records. 


*Delivered at meeting of Cleveland Chapter. 
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Inventory Verification 


The write-off for the past five years averaged $6,000. This represents 
approximately 1/10 of 1% of the total inventory value. 


Verification plays an important part in any inventory audit. How- 
ever, inventory work should be more than just a matter of conducting 
physical counts and bringing storeroom and accounting records in agree- 
ment. It should provide the auditor with a great opportunity for ap- 
praising his company’s activities and procedures. 

One very important aspect to check in any inventory is the condi- 
tion of the stock. Equipment and material should not only be protected 
from theft, but also from deterioration and damage. Dirt, water, and 
breakage can be as effective as thieves in the night—reducing the value 
of stock piles, distorting card balances and, what is more important, 
the value for monies spent are never realized. 


Another aspect the auditor should check is the storeroom material 
identification and location controls. Many needless hours can be con- 
sumed by stores personnel aimlessly looking for an item. Also, because 
of poor identification, the wrong material may be issued to a job and the 
work held up needlessly. The auditor, in making physical counts, is in 
a good position to appraise the effectiveness of these controls and can 
assist management in reducing stores handling costs. 


Included in an inventory examination should be a review of rec- 
ords for slow-moving or inactive items. These usually are good indica- 
tions that items have become obsolete and should be disposed from 
stock. Whenever possible the auditor, in reviewing stock activity, 
should go one step further and attempt to determine trends in the use of 
materials and equipment. For example, several years ago, from the 
general appearance of our transformer records, activity for all sizes of 
transformers appeared to be current and quite normal. However, from 
experience of previous inventories, transformers on hand were ever in- 
creasing. The internal auditing department took it upon itself to look 
into the matter, and an analysis was made of transformer usage cover- 
ing a 414 year period. Findings indicated that demands for larger size 
transformers were constantly increasing—more customers were install- 
ing electric ranges, hot water heaters, and clothes dryers. Therefore, 
larger equipment was necessary to service them. The survey indicated 
that in 1947 need for transformers under size 3 KW decreased to a 
point where removals had exceeded installations. By the middle of 
1951, removals exceeded installations for all transformers under size 
10 KW. For the 414 year period, we had an accumulated surplus of 
1,951 units below size 10 KW. 

In view of these facts we contacted the stores department to deter- 
mine what policies were in effect for transformers under 10 KW. We 
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learned that the policy was the discontinuation of purchasing these 
smaller units and reconditioning only a minimum quantity for subse- 
quent use. A program soon got under way which resulted in the dis- 
posal of approximately 1,200 of these surplus units. This represented 
about one-fifth of the number of transformers in stock. By disposing of 
these surplus units, the company gained additional storage space, which 
is a precious commodity, and stores handling costs were reduced. Also, 
the sale resulted in additional working capital, and the inventory bur- 
den was lightened by 1,200 units. 


The auditor also is justified in reporting that records are poorly 
kept or that so many errors were noted. However, the auditor at times 
may be in a good position to enhance the value of these findings by a 
little appraisal work on his part. To illustrate, several years ago we 
noted that record keeping errors were constantly increasing. As an aid 
in combating future errors, an analysis was made summarizing errors 
by type, frequency and location. That year errors affecting storeroom 
records alone, such as mathematical errors, and items not posted to the 
storeroom records totaled 193. A subsequent survey indicated that these 
errors had been reduced to 60. Adjustments required to correct stores 
requisitions, credits, and receiving reports that year totaled 152. In the 
subsequent survey they had dropped to 72. Our analysis had aided 
the stores personnel in determining the weakness in their record keep- 
ing procedures, and they were able to effect the necessary corrections. 


From time to time the auditor should take a close look at the 
storeroom records and related paper routines to determine their effec- 
tiveness and usefulness. Only recently we closely scrutinized our trans- 
former records and were able to recommend a simple change in a form 
which will result in yearly savings of 335 man-hours. It is the practice 
at storerooms to maintain listings of transformers by company number 
for the various sizes in stock. As units came into stock, the transformer 
number was added to the end of the list. When the transformer was 
taken from stock and charged to a job, the number was deleted from 
the list. Sometimes it was necessary to review 200 to 300 numbers on 
a list, and sometimes the list had to be reviewed several times before the 
number could be located for deletion. This was a time-consuming oper- 
ation. The recommended form contained 10 columns which allowed the 
numbers to be listed by the last digit and thereby resulting in a partial 


MR. CZINGER joined the Cleveland Electric Illuminating Company after grad- 
uating from high school in 1939. From his position as stock clerk in the stationery 
department, he has worked up to his present capacity as an Auditing Accountant in 
the company’s internal auditing section. 


Mr. Czinger earned his B.B.A. in accounting while attending night classes at 
Western Reserve University. 
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numerical sequence. Because of this partial sequence 90% of the num- 
bers to be reviewed were eliminated. 


When appraising controls pertaining to the physical issue of stock, 
the auditor should not only determine that sufficient controls are being 
exercised, but also if they are economical and practical. In doing so the 
auditor might ask himself the following questions: 

1. Is too much time and paper work spent on numerous issues of 
small valued items; if so, can a free stock system be employed? 
Can small purchases of inexpensive items be expensed at the 
time of purchase rather than being classified as materials and 
supplies? 

3. Is it possible to package several items together to make one 
standard issue? 


2. 


4. Are only authorized persons receiving materials and supplies? 


In an appraisal of stockroom activity pertaining to fabrication or 
assembly operations the auditor should review these factors: 

1. Are open fabrication orders currently active? 

2. Do charges for labor correspond with the number of units com- 
pleted or in process? 
». Do materials charged to fabrication orders correspond with re- 
-uirements of the order? 
Wo quantities charged to fabrication orders reconcile with the 
number of units completed? 
Do fabrication orders in effect for extended periods of time 
create a laxity of controls or distort unit price structures of 
completed items? 
6. Are completed units promptly placed into stock? 


Or 


In addition, the auditor should not overlook an appraisal of his 
own operations. Both the procedures followed and the extent of physical 
coverage from time to time should be reviewed. In years gone by our 
procedures required the use of 25 men from other departments for sev- 
eral weeks at a time to assist with the inventory work. Today, four men 
within the department do practically the entire operation. It was our 
policy to take a 100% physical count of inventory—and for some 
classes of material a complete inventory was taken semi-annually. A 
careful study of techniques and past experiences indicated that physical 
coverage of 33-1/3 - 50% was sufficient. 


It is reiterated that an inventory is more than a mere verification 
operation, it provides the auditor with a great opportunity to exercise 
his appraisal talents. Skillfully used, it not only leads into savings and 
efficiencies in company activities and procedures but also into a weigh- 
ing of the efficiency and worth of his own methods. 








HUMAN RELATIONS FOR THE 


INTERNAL AUDITOR’ 


By WILLIAM C. KIDD 
S. C. Johnson & Son, Inc. 


Internal auditors can contribute most to their companies by acting 
as a good channel of communication to foster cooperation among the 
various individuals and groups within their organizations. They often 
have the unusual opportunity to help explain “shop talk” to managers 
and “management talk” to the shop. This requires special skills, par- 
ticularly in drawing out and evaluating sentiments and feelings; with- 
out an understanding of sentiments, communication is imperfect and 
real cooperation impossible. 


INCE the industrial revolution of two hundred years ago, nearly 

everyone will agree, there has been a remarkable increase in 
material efficiency. The use of steam, the harnessing of electricity, and 
the development of the assembly technique are just a few of the obvious 
examples of this increase in technical competency. The result of such 
advances has been a standard of living, measured in material things, 
well beyond the fondest dreams of our great-grandfathers. Even since 
the recent date of 1910 the standard of living is said to have been 


doubled. 


But most people agree that in the same period the ability of hum- 
ans to work together has steadily decreased, a statement having equal 
validity whether applied to international, national, or local situations. 
Historians tell us that prior to the industrial revolution people’s think- 
ing was group thinking, with willing subordination of self to group. 
There was a feeling then of purpose, of stability, and of satisfaction in 
the individual’s participation in productive effort. Change was slow, 
and life was family-centered. 


Contrast this picture with today’s life, where rapid change and 
restlessness are common, where the emphasis is on self-interest and 
not on spontaneous cooperation. There are many thousands of small 
isolated groups suspicious or even hostile in their thinking and attitude 
toward other groups. 


*Delivered at Sixth Annual Midwest Regional Conference in Detroit. 
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Most of us, after a little reflection, would agree with those social 
philosophers who hold that, although the material advances of the last 
two centuries have been spectacular, there has been an equally note- 
worthy decrease in the ability of individuals and groups to cooperate 
with others. Elton Mayo in “The Social Problems of an Industrial 
Civilization” appropriately called this darker facet of our advance “the 
seamy side of progress.” 

The remarkable advances in material efficiency have been devel 
oped and refined by such people as scientists, engineers, explorers, cost 
accountants, time study men, and so forth, including internal auditors. 
Modern internal auditing, through its emphasis on such things as in- 
ternal control, over-all analysis of operations, and presentation of care- 
fully considered recommendations to management, has certainly con- 
tributed its fair share to the advancement of our material welfare. No 
one should criticize our part nor that of the other technicians who over 
years have been chiefly responsible for the better things we all enjoy. 
No one should deplore the technological advance. Those who philoso- 
phize about the “seamy side” do not advocate the return to the unhappy 
standard of living which prevailed two hundred years ago, but instead 
seek to point out that our ability to secure cooperation among people 
during the same period has steadily declined and that something needs 
to be done about it. 

The last few years have brought a critical emphasis to the lack of 
cooperation in our industrial and economic civilization, and even more 
so in the community of nations. There are many who are pessimistic 
about our ability to continue to satisfy the material wants of people. 
The steadily growing power of pressure groups, the increasing demon- 
strations of self-interest by individuals, unions, corporations, govern 
ment administrators and the increasing dissatisfaction with the re 
wards of production seem to foster this pessimism about the future of 
cooperative action. 


Today is the time for all of us concerned with the technical side 
of our industrial civilization to make up our minds that the trend to- 
ward the chaos of mutually hostile, non-cooperating groups must be 
reversed. The way to more cooperation is not a return to the past with 
the surrender of the benefits of our material advance; it is rather the 
development and every-day use of social skills in our work. 

Cooperation is a word which is meaningful only in terms of human 
beings; therefore, the problem of securing cooperation is a human prob- 
lem, and obviously the key to securing cooperation will be found in 
the basic nature of human beings. 


*Harvard University, 1945. 
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Every person wants and needs some degree of social recognition. 
The form of the recognition may be as formal as a biographical article 
in a company magazine or as informal as the inflection in an associate’s 
“good morning.” Everyone wants his job to have some social function, 
to include skills which his fellow workers recognize as useful to society. 
Many industrial disputes which apparently revolve around such things 
as wages or hours often are basically people’s expression of the lack of 
social satisfaction in their jobs. 


An industrial organization is obviously, since it is composed of 
people, a human organization. Management has two important tasks— 
one economic, involving manufacturing and distributing products or 
rendering services on a profitable basis; the other social, involving the 
fostering of cooperation among individuals and groups. Internal audi- 
tors have served management well in helping it to carry out the eco- 
nomic function, but now we must focus our attention on helping man- 
agement with the problem of cooperation. 


What are some of the things that we, as auditors, can do from day 
to day to increase cooperative effort? Fostering communication within 
our companies is one field in which we can assist our managements very 
directly, since our staff position gives us a unique opportunity to ob- 
serve and talk with almost every employee. One of the principal ene- 
mies of good communications seems to be the number of insulating 
layers between the people at the bottom and those at the top of any or- 
ganization structure. We are frequently in a position to by-pass some of 
these layers, and we should do so with a consciousness of our responsi- 
bility for helping workers understand the plans of management and of 
helping management understand the feelings and sentiments of the 
workers. 


Communications frequently do not work well also because of 
language barriers, even though all of us may be speaking English. The 
terms used by management and technicians (especially accountants) 
are precise and often unintelligible to the workers. The language of 
workers is often more replete with sentiments and feelings than with 
logic. As auditors, we have our job cut out for us in making ourselves 
intelligible to all levels, but even more important is our opportunity 
to serve as “interpreters” in our —— If we make the effort, we 


MR. KIDD holds a B.A. degree from Oberlin College and an M.B.A. ry on 
Harvard University. Formerly staff accountant with Arthur Andersen & 
Kidd served as Assistant to the Comptroller and Treasurer of the Albany Felt Co. 
He is now with S. C. Johnson & Son, Inc. where he has held the positions of Auditor, 
Accounting Manager and Assistant to the Executive Vice President. During the war, 
Mr. Kidd served as an aviator with the U. 8. Navy and attained the rank of Lieuten- 
ant Commander. He is a charter member of the Milwaukee Chapter of Tue Instt1- 
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can help explain “shop talk” to management and “management talk” to 
the shop, being careful, of course, to observe formal lines of authority. 


In finding out what people are trying to communicate, we can all 
take a cue from skillful interviewers who have learned much concern- 
ing people’s problems and sentiments simply by listening, the so-called 
“non-directive” technique. In “Management and Morale” Professor 
Roethlisberger gives some good pointers on successful listening: 

1. Listen before talking; don’t interrupt. 

2. Don’t criticize hastily; rather draw out the reasons for the 

statements or actions which you are anxious to criticize. 

3. Don’t argue with expressed sentiments; logic almost never 
changes sentiments. 

4. Look beyond the actual words into the personal situation of the 
other person and into what he can’t or doesn’t want to say. 


Through interviewing we learn about sentiments, about how resis- 
tant they are to change and how little effect logic has on them. Yet 
without a proper appreciation and evaluation of sentiments communi- 
cation is imperfect, and without understanding through communication 
no real cooperation results. 


We should try to understand that social recognition is a vital part 
of every person’s aim in his job. We should think hard and long before 
damaging this social factor by careless criticism or by recommendation 
of changes having only superficial effect on the improvement of mater- 
ial efficiency. If changes in job content are believed necessary, we 
should pave the way first by frank and open discussion with all the 
people who are involved, no matter how remotely or indirectly. 


We should all make more of an effort to appreciate the problems 
of the administrators in our organizations. These people have the con- 
tinuing task of balancing the desirability of changes which increase 
efficiency with the maintenance of morale through the preservation of 
the social equilibrium in the operations over which they have charge. 
If we could more fully undertand the second aspect of their job, we 
might not be so impatient with their failure to put to work our sug- 
gestions for technical improvements. 


Auditing personnel in most companies occupies a staff position in 
the organizational structure. This place, while offering an unlimited 
opportunity to serve management, also presents a serious challenge. 
It is hard to conceive of a more varied situation than that in which the 
average auditor works. He is charged with the evaluation of technical 


*Harvard University Press, 1946. 
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matters and must be able to discuss these things in technical terms 
with other technicians. At the same time, he must be a good enough 
salesman and get along well enough with the rank and file to draw out 
from them the many important facts and opinions that can be obtained 
only in that way. His schedule keeps him on the move, whereas the 
drawing-out of sentiments demands time. He must be versatile enough 
to discuss coal consumption with the power plant gang at eleven, to 
lunch with the general manager at his club at twelve, and to point 
out internal control shortcomings to the cashier at one. 


But the problems make up to the challenge that many auditors 
find valuable to keep them going and growing. The successful ones 
appear to take pleasure in their varied contacts with people. They 
want to give of themselves more than they get. They think of their 
companies not only as collection of routines, to insure that only prop- 
erly approved invoices are passed through accounts payable and so 
forth, but also as a group of human beings trying to find both economic 
and social satisfaction in their jobs. 


Good internal auditors know that technical ability without social 
skill often fails, that social skill with only a moderate amount of tech- 
nical ability goes far, and that a high degree of both technical and social 
skill really “rings the bell.” 








STUDENT'S DEPARTMENT 
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ARE THERE SQUIRRELS IN YOUR BUSINESS? 


HE philosophy of saving for a rainy day is one to which every 

prudent man subscribes. However, there is a vast difference be- 
tween saving and hoarding. Hoarding implies accumulation over and 
above what is needed. In the case of an individual, it means that he 
will live in poverty although he has a comfortable bank balance. In the 
case of a company, it can result in any number of economic imbalances. 
Let us take a common example of business hoarding — papers. 


Most well-run businesses have record retention and destruction 
programs. These are designed to determine what should be kept, how 
long it should be kept, how it should be kept and where it should be 
kept. 


Despite a well-defined program, many individuals in the business 
have the compelling desire to keep material for an excessive time 
(“just in case .. .”), to use the filing cabinet in many instances where 
the wastepaper basket is a better storage place, and to neglect screen- 
ing their files sufficiently frequently. Even the best of record retention 
and destruction plans will not operate effectively unless it is properly 
policed. The auditor can be of material assistance in helping to make it 
work. 


Briefly, the auditor will need to take the following type of action: 

Review and become familiar with the program; 

Make a point of critically examining its application on all audits; 

Offer constructive criticism for improvements in the program it- 
self, in its application, or in both. 


Some of the benefits derived from an effective program are savings 
in: 
Space, e.g. reducing accommodation rentals and warehouse costs; 
Equipment, e.g. reducing need for excessive quantities of filing 
cabinets; 


Time, e.g. reducing effort in locating documents in files. 
All this adds up to more profits, and thus justifies the relatively limited 
amount of time that the auditor need devote to this problem. 
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AUDITING CASE STUDIES 

The Internal Auditing Committee of the American Gas Associa- 
tion and Edison Electric Institute prepares a series of case studies in 
internal auditing. These studies are prepared by a group which is much 
experienced in its field and offer particular value because of a highly 
practical approach. They cover not only case studies of practical audit 
problems and frauds, but also delve into the question of audit manuals 
and methods devised to overcome situations revealed by audit. 


By kind permission of the Committee, we shall be reproducing in 
the Student Department, as a serial feature, a number of these case 
studies which are of general interest to the profession. The two which 
now follow cover problems in control of materials and supplies. 


AUDIT OF SHOP WORKING STOCK 

Regular annual inventories of these stocks disclosed continuous 
sizable shortages in 114,” copper pipe. The condition was discussed with 
the operating division, which cooperated fully, not only in making 
physical counts of the pipe, but also in trying to determine the causes 
of the shortages. 

A daily control was established at one shop location where the 
quantity of pipe on hand, received, used or returned was controlled pro- 
gressively from the storeroom to the truck operator, to street gangs 
and finally to the shop offices. This control which was established sev- 
eral months ago on a trial basis is still in effect. 

Apparent operating causes contributing to the shortages were 
found to be: 

1. Little or no accounting for short pieces of pipe cut from the 
main length and not required in running the services; only the 
quantity of pipe actually used according to measured service 
was considered. 

2. Pipe spoiled in pushing a service was abandoned and left in 
the ground; a new service was installed and only that piece of 
pipe used in the completed service was accounted for. 

Investigation of the accounting procedure and controls as between 
the accounting for pipe issued from stock (general accounting depart- 
ment function) and recording customer services installed during the 
same accounting period (property accounting department function) dis- 
closed considerable variation between the totals in the two departments. 
Daily controls resulting in monthly reconciliations of the transactions 
as recorded in both departments were established and are now effec- 
tively controlling the accounting entries. 


The results of the improved controls and causing the operating 
division employees to become stock conscious especially with respect 
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to 114” copper pipe has resulted in improving a heretofore undesirable 
condition. Collectively, the last physical counts of this pipe disclosed an 
existing shortage that was substantially 50% less than the shortage for 
the previous year. 


AUDIT OF THE CONTROL OF.APPLIANCE REPAIR PARTS 

Full responsibility for servicing customers’ appliances is done by 
the sales department. Company policy is to make no charge for repairs, 
except for certain parts, when billing is done by the sales department 
for those parts used in the repair of the appliances. 

Repair shops are maintained at district commercial sales offices 
throughout the company’s territory. 

The repair shops obtain a supply of repair parts from the stock- 
room company headquarters upon presentation of authorized requisi- 
tions. The parts are charged to accounts for the district office, but no 
inventory or stock control system is maintained. The repair shop at 
headquarters maintains a complete stock contro] system and inventories 
are taken regularly. 

Because of lack of control of stock at district repair shops, the objec- 
tive of the audit was to determine whether repair costs and billing by 
type of appliance were comparable for each of the district repair offices 
to the headquarters repair shop. 


Findings were as follows: 


Cost of Parts Billing 

Water Other Net 

Districts Ranges Heaters Appliances Ranges Appliances Cost 
Headquarters $2.07 $0.19 $0.27 $0.49 $0.22 $1.82 
District +1 1.94 0.18 0.19 0.38 0.22 ey 
District #2 1.89 0.35 0.18 0.43 0.17 1.83 
District #3 2.12 0.77 0.13 0.29 0.16 2.57 
District +4 2.25 1.09 0.20 0.38 0.16 3.00 
District #5 2.40 1.47 0.27 0.32 0.19 3.63 


The survey showed that districts 4 and 5 were considerably higher 
than other districts. Further investigation disclosed that the high cost 
of repairs of water heaters in the two districts was due to corrosive 
action of the water. 

Conclusion 

Reports were issued to the vice-president responsible for the sales 
department, recommending, among other items, the control of appli- 
ance repair costs stocked by the various district sales repair shops and a 
a more rigid control of stock and revision of the billing policy. 

Note: This is only part of an over-all audit of repairs of appliances, 
but it shows the use of comparative cost figures in situations 
where no stock controls are maintained. 
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FORMAL EDUCATION AND INTERNAL AUDITING* 
By PROFESSOR S. G. HENNESSEY 


Institute of Business Administration, University of Toronto 


Education and its relationship to internal auditing certainly merit 
the continued attention of this Institute. Education for business re- 
sponsibility in political democracies, of which this subject is a part, 
has been generally recognized as a great educational challenge only 
during this comparatively brief existence of your organization. This 
recognition has come about, in part, as a result of the very great pres- 
sures which have been placed upon private ownership and the profit 
motive during the past decade. The developments in education for busi- 
ness which have taken place and which are presently planned reflect 
the willingness of organizations such as your own to examine the 
changing needs of the business community. 


FORMAL EDUCATION AND STAFF TRAINING 


The division of education into two parts, “formal education” and 
“staff training,” seems to recognize, first, the role of the established 
educational institutions and, second, the responsibilities which must be 
assumed directly by business for the development of suitable staff. 
While this separation is useful for some purposes, it should not be 
stressed unduly since there is a single common objective, and the same 
people are under consideration in each case. Also, it seems to me, the 
two must be more closely related if each is to be most effective. 


Education has to do with the development of character, the 
strengthening of mental powers, the improvement of perspective and 
perception; training is more nearly related to technical knowledge and 
ability in the acquisition of skills which are very often physical in 
nature, and to the acceptance of established routines and objectives. 
Education and training are, however, closely related and often run 
together. Education may be “formal,” that is in association with an 
educational institution, or it may be “informal,” the result of indi- 
vidual effort and arrangement of many kinds, through reading, travel, 
study groups and so on. The educational process ends, substantially, 
for some people, when they leave school; alternately, it may be a con- 
tinuous life-long process on either or both of a “formal” or “informal” 
basis, as the terms are being used in this paper. 


Formal education may be discussed as primary, secondary and 
advanced, and each is important, of course. In this paper, attention 


*Delivered at Northeast Regional Conference in Toronto. 
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will be focused at the university level, since this is the one with which 
I am most familiar. 


Staff training includes a great variety of activity undertaken by 
any organization to improve the qualifications and performance of its 
employees. Much of it is specific and technical, and an essential part of 
the process whereby effective and productive employees become avail- 
able. 


INTERNAL AUDITING 

I would like to begin with two specific statements related to in- 
ternal auditing and the internal auditor. First, the internal auditor is 
a member of the management group. Second, the formal education 
which is appropriate to internal auditing is not very different from that 
which is suitable for other managerial positions. 


The first of these statements need hardly be emphasized. The in- 
ternal auditor is an administrator. He participates in the formulation 
of policy decisions as a part of the administrative control mechanism. 
The internal auditor is a member of the staff—as opposed to line— 
organization. 


Even though you accept my first suggestion, you may not agree 
with my second comment so readily. You may feel that very special 
educational arrangements are necessary for internal auditors. Much of 
what follows is in support of this second contention; i.e., no elaborate 
special educational arrangements seem to be necessary for a useful 
career in internal auditing. The basis which is appropriate for most 
business careers is also suitable here. As initial support for this claim, 
remember that the internal auditor frequently has unusual opportunity 
for advancement. Because of the confidential nature of many of his 
duties, his company-wide point of view, and his association with every 
aspect of the life of the organization, he is very likely to be considered 
when senior appointments in the line organization are to be filled. 
Moreover, the internal auditor is today expected to have a comprehen- 
sive point of view, not a narrow technical approach to his work. I sug- 
gest, therefore, that it is unlikely that any very different educational 
background is necessary. 


EDUCATION FOR MANAGEMENT 

Let us now direct our attention to the more general question of 
“education for management.” In recent years much energy has been 
devoted by many able people in an effort to understand the problems 
involved in providing executive leadership in a free society. Formal 
education has received much attention in this connection. Let us now 
examine two or three of the basic problems. 
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What should be the nature of the formal education of those men 
and women who plan a career in business? This question should be of 
fundamental interest to business men and educators alike. Considera- 
tion of it leads quickly to other questions. Does business need men and 
women with a broad basis of education? If there is to be some or a lot of 
specialization, at what point should this begin? To what extremes should 
it go? 


The internal auditor might ask these same questions more directly. 
What background is best for the young people who come into my de- 
partment? How much should they know about accounting, auditing, 
law and the theory of administration when they leave school? How 
much can educational institutions assist in their development and pro- 
gress after they come to me? 


In answering, we must keep in mind some of the important char- 
acteristics of modern business in our society. One dominant feature in 
recent years has been ever-increasing specialization, the sub-division of 
functions. Inevitably this has created acute problems of coordination. 
Businessmen are narrowing their range of vision by specializing at a 
time when the need for a broad view and understanding is increasing 
in importance. These statements should be sufficient to remind you 
of the ever-increasing complexity of business life and of the importance 
of effective communication in it. 


There seems to be growing agreement among administrators and 
educators that formal education should be of a general nature. Many 
recent reports make clear that young people going into business or 
industry or government or the services, should be encouraged to de- 
velop analytical, critical attitudes, and they should strengthen their 
ability to think and to express themselves orally and in writing. Many 
investigators have concluded that formal education provides a back- 
ground against which young people will be able to assume a specialist’s 
duties without serious loss of perspective. A fitting preparation for busi- 
ness life must allow them to see clearly their own position in the organ- 
ization and in society. As an example, the Institute of Chartered Ac- 
countants of Ontario in a brief to the Royal Commission on Education 
in Ontario submitted in part: “Those who enter the field of professional 
accounting should have a general rather than a vocational training at 
school. Specialization should come after they leave school—emphasis 
should be on the man and his general background, not in terms of 
specialized knowledge and training.” 


Through emphasis on formal education of a general nature, we 
miy be able to secure a more constant flow of young people who are 
able to progress, very often through the internal audit section, to posi- 
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tions of major importance. In this way, the worst effects of specialist 
duties, which are almost inevitable in every career, may be minimized. 
Appropriate education should mean that each specialist assignment adds 
to a man’s ability to see each specialized responsibility in its relation- 
ship to all others. This ability is essential in any senior administrator. 


SUBJECTS FOR STUDY 


This leads to a consideration of the specific subjects to be studied 
by young people going into business. 


From what has just been said, it seems to follow that any broad 
course of study, so long as it includes subjects of true cultural signifi- 
cance, would be valuable and appropriate. I am sure, for example, that 
history, languages—particularly English—art and philosophy are en- 
tirely appropriate to the formal education of a young man going into 
business. Such studies will develop critical attitudes, ability to com- 
municate, and a sense of proportion. These qualities are fundamental 
to a useful career in business, whether as an internal auditor, or the 
president of a bank or large manufacturing establishment. 


To many of you these subjects in the liberal arts tradition will 
seem to provide an indirect approach to the development of internal 
auditors or administrators with general management duties. You will 
suggest that studies more closely related to business are as likely to 
develop the qualities just mentioned, and at the same time provide 
much more of the type of background which will enable the newcomer 
in business to play his specialist roles intelligently, and to go on to more 
general duties of coordination in due course. 


With these suggestions I will not quarrel. Studies in mathematics, 
economics, law, accounting and business organization will certainly 
develop those qualities which we have said are vital. These subjects 
are usually regarded as basic to any course in business administration 
or commerce and finance. Most businessmen and many educators, but 
not all of them, would accept them as part of a reasonable program of 
formal education. Real differences of opinion become apparent when 
the degree of specialization in technical subjects, and the stage at which 
specialization begins, come under discussion. 


The extremes are these: first, the undergraduate course in business 
administration where a very substantial part of the time available is 
devoted to, for example, accounting in its various branches, and second, 
the course for graduate students wherein no concentration of study is 
encouraged and some familiarity with all aspects of the administration 
process is required. Most business schools establish in their curriculum 
between these extremes. 








100 The Internal Auditor 


From my earlier remarks, you will recognize that I believe the 
second extreme is closer to the desirable mark. If you desire as your 
subordinates those who have broad perspective and ability to weigh 
the relevance of evidence effectively, you will probably agree; you will 
agree more readily if you desire that your subordinates shall cease to be 
narrow specialists at an early stage in their careers. My conclusion is 
this: the objective in formal education must be more fundamental than 
the organization of marketable skills and knowledge. 


EDUCATION—A CONTINUING PROCESS 


Educational process must not end at graduation. Each of you has 
heard this statement dozens of times, and perhaps we are wise to keep 
repeating it. Sir Richard Livingston in 1947 spoke of “the deadly heresy 
that education must be completed in school and university, that this is 
our last chance of learning, and therefore, that we should be crammed 
with all the food of knowledge needed for the journey of life—the true 
fact is that education should send us into life knowing thoroughly 
something which is itself first rate, knowing how to learn, and inter- 
ested in the world.” 


When we speak of education as a continuing process we should 
have in mind two possible courses of action; each should be accepted 
and allowed to contribute to our further progress. The first is “inform- 
al” and has to do with the efforts which people make to educate them- 
selves, by reading, attendance at varied conferences, study groups and 
lectures, intelligent and constructive conversation and so on. The other 
is in the nature of an extension of the “formal” kind through continued 
association with the established educational institutions beyond gradu- 
ation. This second suggestion includes participation in programs of- 
fered by educational institutions; some of these are of direct importance 
in our present discussion of formal education for business. In this ex- 
tension of formal education, far beyond the time at which a person 
leaves school and enters business or government, there is much hope 
for the future of education for business. 


Let me very briefly outline our experience at the University of 
Toronto; it is not very different from that at the University of Chicago 
and elsewhere. 


Provision has been made for part-time studies in the Institute of 
Business Administration in a variety of ways. University graduates 
may proceed toward a master’s degree; any serious student, graduate 
or not, may take part in one or more phases of what is known as the 
Conference Series; for seasoned administrators there is an executive 


program. 
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This part-time program has grown quickly; both the University 
and the business community are pleased with the results. Participa- 
tion in this program does not remove the need for company-planned 
staff training arrangements. The University cannot do many things 
which are possible on an in-plant basis. On the other hand, the Univer- 
sity can do much which is not possible for any single business organiza- 
tion, but of significance in the development of well-balanced adminis- 
trators. 


This extension of formal education is already well recognized as 
an important innovation in the field of education for business. If it is 
not familiar to you, serious consideration is merited since you, as senior 
administrators, have important responsibilities to your subordinates in 
guiding and planning their development. 


Finally, businessmen and educational institutions must work to- 
gether and plan carefully if we are to make the best possible use of the 
human resources which we have so recently recognized as the domin- 
ate ingredient in our economic structure. I would encourage you to 
make your views known and to continue your interest in the subject 
of education for business responsibility. 


TRAFFIC FRAUDS 


The payment for transportation is a highly technical subject and 
one which offers a fertile field for fraud. Perhaps one of the reasons 
that it is not sufficiently recognized as such is because the frauds are 
perpetrated in such a manner as to escape detection. 

In most businesses transportation costs are a significant charge 
against company income. A reduction of just one per cent would norm- 
ally add a rosy glow to the annual earnings picture. The auditor may 
have a splendid opportunity to assist in enhancing company earnings, 
so we posed the following question to explore this field: 

“What types of fraud can be perpetrated by a traffic 
department, and what should the auditor include in his 
procedures to minimize these possibilities?” 


The answers are summarized below. 


1. A PUBLIC ACCOUNTANT 
The possibilities of frauds which might be perpetrated by a traffic 
department depend on the size of the business and the relation of this 
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department to the over-all internal control procedures. This suggested 
solution envisages the following control procedures being in operation: 


1. Factory police checking trucks in and out with the use of gate 
passes or shipping check offs; 
Separate receiving department; 


Separate by-products or scrap department; 


» wh 


Separate purchasing department. 

Possibilities might arise from any of these conditions: 

(a) Organized theft of material, together with falsified claims 
against carriers; 

(b) Overcharge refunds not handed over to company; 

(c) Use of duplicate invoices supplied by carrier to support ficti- 
tious charges; 

(d) Taking advantage of difference in types of shipment, e.g., 

F.0.B., prepaid, for substantiating payments for incoming 

freight which are not properly a charge to the company. 


To overcome these possibilities, the following action is recom- 


mended: 


1. Examination of claims with particular reference to those in dis- 
pute or those closed with no payment. Adequacy of control 
over indexing, numbering etc. of claims from initiation to ulti- 
mate disposal would govern the scope of this examination. 


to 


Examination of freight invoices and comparison with known 
freight rates, distances involved, route tables, etc. 


3. Examination of freight vouchers substantiating disbursements 
with a view to elimination of duplicates. A check of statements 
of freight agents with outstanding vouchers. 


4. Comparison of waybills with purchase orders as to terms of 
delivery, noting particularly: 
(a) Purchase order changes 
(b) Re-routing 
(c) Direct shipment—vendor to customer. 


5. Physical on-the-spot test checks of receiving and shipping oper- 
ations. 


2. A FOOD PROCESSOR 


1. 


Connivance with freight audit bureaus and/or carrier representa- 
tives whereby freight bills are rendered at excessive charges; traffic 
department pays, sends bill to outside audit bureau for claim filing 





to 


Wr 
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on 50/50 basis, with company individual then collecting percentage 
of audit bureau fee. 


Check for instances where same type claims are being regu- 
larly collected. Be sure all claims filed show tariff authority 
so company employees will know what correct rate is on future 
shipments and not make continued use of incorrect higher 
rate. 


Employees “selling” freight at so much per shipment to competitive 
carrier representatives for personal gain. (This generally occurs at 
shipping docks where no traffic department control of routing is 
exercised ). 


Hard to check. Best solution is close contact with same people 
dealt with by traffic departments. 


Employees of shipper (traffic department) secretly having financial 
interest in motor carrier as result of which traffic routed via such 
carrier at greater cost than might otherwise be available. 
Check on or prohibition of other interests. Use of freight audit 
bureaus. 


On regular or continuing movements it is possible for traffic depart- 
ment employees to agree to increase rates with understanding that 
traffic department employee would receive flat or other sum from 
motor carriers benefiting by increase. 
Only motor carrier records would reveal this, and even then 
smart boys would cover out of salaries or expenses, so detec- 
tion would be difficult. Another check, of course, would be full 
explanation of why each increase is agreed, and procedure 
permitting such action only with full approval of management 
other than traffic. 


Because of intimate knowledge of shipments, carriers, and carrier 

personnel, situations have arisen where connivance between traffic 

employees and carrier drayman results in theft. Carrier pays claim 

and employees split money derived from sale of stolen goods. 
Check on claims and use local police or FBI. Loss to company 
is profit on stolen goods. 


AN EQUIPMENT MANUFACTURER 
General 


The auditor should first be well grounded in the fundamentals of 


his firm’s transportation problems, both as to incoming and outgoing 
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material. Traffic management, tariff schedules, and claim procedures 
are all highly specialized and complex, and the auditor should have as 
much information as possible regarding the transportation policies and 
problems of the unit he is auditing, e.g., prevailing industry practices 
regarding absorption of transportation costs by buyer or seller, alternate 
methods of transportation, commodity classifications,, etc. 


2. Potential sources of loss or fraud 
Basically outright losses can arise from two types of situations: 
a. Looseness in operations, arising from poor procedures or admin- 
istration, which permits carriers to collect improper amounts 
without collusion with company employes; 
b. Deliberate fraud, overpayment, or falsification on the part of 
the company’s own employees. 


Both of these may apply to either incoming or outgoing transportation 
charges as well as to the filing of claims for either overcharges or loss 
and damage. In addition, the auditor should be aware of waste through 
“too much system” which is more costly than the potential loss against 
which it guards. 


3. Loss through looseness in operations 


The loss can be just as great and just as real when it occurs through 
looseness in operations or ignorance as through outright or deliberate 
fraud on the part of the company’s own employees. 


The auditor’s first step in checking this factor is a good appraisal 
of both the system for reviewing and approving transportation invoices 
for payment, and the recording of the payments in the company’s fin- 
ancial records and the disposition of the costs. To be specific, the fol- 
lowing points should be considered by the auditor: 


a. Is there a genuine traffic administration program involving 
study and care in seeking out tariff and classification advant- 
ages, and in following up to make certain they are realized? 

b. Are transportation bills reviewed and compared with records 
of outgoing and incoming material by responsible and capable 
personnel, either prior or subsequent to payment so as to pre- 
clude improper or duplicate payments? Are transportation bills 
reviewed for classification and rates, as well as mathematical 
correctness? Does the personnel have adequate information 
available to do its job properly? 


c. Are transportation bills reviewed by independent “freight aud- 
itors” subsequent to payment—and the recognized, well-quali- 
fied agencies selected? (There are many firms which specialize 
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by region or types of transportation, so proper selection is im- 
portant. ) 


Do transportation bills and related payments go through the 
regular accounts payable recording routine, with an independ- 
ent recording of the approved bills (credit to accounts payable) 
and the payment (debit to accounts payable) ? 


Are the checks independently prepared, signed, and mailed, 
and does the person signing the check examine supporting in- 
voices, and cancel them when the check is signed? 


Is there proper control over filing and collection of claims? 


4. Loss through deliberate fraud, overpayment or falsification by 
company employees 


The basic considerations, listed under Section 3 immediately above, 
also apply in this situation, plus a thorough analysis of the other phases 
of the system of internal control. 


Among the ways in which money may be obtained fraudulently 
are the following: 


a. 


b. 


Authorization of payments to non-existant companies; 
Authorization of payment of duplicate or improper bills to 
existing Carriers; 

Authorization to pay bills bearing improper weights, rates, clas- 
sification of material, or mathematical extension; 

Failure to process or collect claims for overcharges or loss and 
damage and to account for payments received from carriers; 
Selection of routes or carriers which do not offer best combina- 
tion of rates and service, or to properly prepare bills of lading 
so as to get most advantageous rates; 

Payment of excessive or improper demurrage charges; 


Loading of unauthorized material on cars or trucks leaving the 
plant. 


5. Specific audit steps 


a. 


Adequate preparation to familiarize auditor with his company’s 
policy and the practices prevailing in his industry regarding 
f.o.b. points, absorption of transportation charges by buyer or 
seller, etc. 


Recognition by the auditor of the complex nature of transporta- 
tion tariffs and an investigation to determine if both incoming 
and outgoing material is classified most advantageously. 





106 





The Internal Auditor 


Review of the system of internal control for payment of trans- 
portation bills. Is it satisfactory in principle and is it working? 
This would include an appraisal of the adequacy, alertness, and 
interest of the personnel involved. 


If the company’s transportation bills are not regularly reviewed 
for refunds by an independent traffic service company—prefer- 
ably on a contingent .basis, the auditor may arrange to have this 
done. The work may be submitted to a second and a third ser- 
vice company successively in order to assure thorough review, 
and to take advantage of the specialized knowledge of the dif- 
ferent agencies. 


Compare all transportation bills for outgoing material for a rep- 
resentative period with the shipping records and invoices issued 
to customers to determine whether such transportation bills are 
proper, if weights are properly shown, and, if possible, whether 
the material is classified properly. Examination of shipping 
orders and billings to customers will indicate whether or not 
transportation expense chargeable to customers has been passed 
on to them. These tests would include tests of mathematical 
accuracy. If possible the rates should be traced to tariff sched- 
ules. 


Compare all transportation bills for incoming material for a rep- 
resentative period with the receiving records to determine 
whether such bills are in order, if weights are properly shown, 
and, if possible, whether the material is properly classified. The 
auditor may require professional advice on classification. This 
test should include mathematical accuracy, and, if possible, the 
rates used. 


Determine whether or not transportation charges on incoming 
material are regularly checked with vendor invoices and pur- 
chase orders to make certain that no transportation charges are 
paid on material shipped prepaid by vendors, or on material on 
which the vendor should bear the transportation cost; also to 
prevent duplicate payments to the carrier. Some purchases, 
such as lumber, require that incoming transportation charges 
be paid by the purchaser and charged to the vendor’s account; 
the auditor should trace out transactions of this type. 


The auditor should trace out the accounting disposition of trans- 
portation charges—both for incoming and outgoing material. 
Are the charges associated with individual transactions so that 
duplications or improper items would be revealed in the cost- 
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ing processes, or are transportation charges charged to “lump 
sum” transportation accounts where individual transactions 
may more readily become buried? 


The examination of the accounting should include also a deter- 
mination as to whether or not disposition of the expenses is re- 
corded from properly approved individual transportation bills 
(or documents supported by attached transportation bills) or 
from a summary document alone, or the record of cash dis- 
bursements. The latter type is potentially dangerous. 


The examination should include also whether supporting ap- 
proved transportation bills are submitted to the individual sign- 
ing checks, for his examination when the check is signed, also 
whether such bills are then cancelled or marked “Paid” under 
the direction of the person signing the checks. 


Are checks mailed directly to the carriers or are they returned 
to the traffic department or other sections which authorized the 
payment? 


Special attention should be given to any cash funds maintained 
for paying transportation bills. 


The auditor may also verify the existence of new, casual, or 
unfamiliar carriers through use of city directories, transporta- 
tion directories, etc. 


The auditor should also determine that transportation bills are 
paid within the periods prescribed by regulations to avoid pen- 
alties for late payment. (ICC regulations prescribe payment 
within 48 hours after rail bills are mailed by the carrier, and 
within seven days on truck shipments. ) 


The procedure for recognizing overcharges. and the filing. fol 
low-up and collection of claims should be examined. Are these 
amounts entered on the books as receivables when filed or is 
recognition deferred until cash is collected? In either case, who 
follows for collection, and who receives and records payments 
received from carriers? 

The auditor should examine the procedures for loss and dam 
age claims. Are they promptly and properly filed, do the claims 
represent the full value or costs allowed by applicable regula- 
tions (e.g., full invoice price in the case of material moving to 
a customer) ? 


The auditor should fully understand the terms or regulations 
which are applicable to demurrage charges, and should investi 
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gate whether adequate records are kept regarding time cars 
are received, time released, etc., and whether an offset allow- 
ance on credit may be accrued for cars released before the end 


of the free period. 


The auditor may well investigate the precautions against mater- 
ial leaving the plant improperly or without authorization in 
trucks or freight cars, Are trucks and cars checked when they 
leave the premises, or are there other safeguards to prevent 
material from “straying” from the plant or warehouse? 


The auditor should consider the possibility of economies 
through consolidating or pooling small shipments, use of pool 
cars with stop-overs for unloading at different points, use of 
“trailer cars” on rail shipments originating at different points, 
and other potential economies attainable through good traffic 
management. The substitution of company-owned or leased 
equipment for common carriers in certain shipments might also 
be investigated. 
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ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 


BRUNO VOLLPRECHT, Assistant Editor, directs 


attention to the following Articles of Interest 


How Will Bus..:.ss Electronics Affect the Auditors Work 
JOSEPH PELEJ, Partner: Price, Waterhouse & Co. 
Published in The Journal of Accountancy, July 1954 


An editorial note to this article states that this paper is based on a 
speech the author made before the recent annual meeting of Tue 
InstiruTe or INTERNAL AvuprTors. 


At the outset the author reviews generally electronic computers. He 
considers first the language used inside of an electronic data-proces- 
sor, relating how the information is coded, and then he describes 
the methods for getting information into and out of the machine. 
The important subject of programming i.e. the sequence of instruc- 
tions given to the computer is then fully discussed. 


Continuing, Mr. Pelej then deals with the auditing implications of 
the use of electronic computers. He does not think that the role of 
the auditor and his responsibilities will change much with the in- 
troduction of business electronics, and he states that the auditor 
will continue to be interested in safeguards against fraud and in- 
tentional errors and in means of testing and checking procedures. 
The author discusses three aspects of the subject: the audit trail; 
the auditor’s role in the conversion of a business system to elec- 
tronic equipment; and the control system. With respect to the con- 
trols instituted for an electronic installation, the author feels that 
there will not be much change from those now employed, pointing 
out also that there may well be a control system independent of 
the machine. 


Lastly, Mr. Pelej offers some good advice on how accountants and 
auditors can become prepared for electronics. It would be well- 
worthwhile to make one or more individuals in a company respon- 
sible for acquiring a knowledge of developments in business elec- 
tronics and for studying possibilities of handling clerical and man- 
agement problems within the company by means of electronics. 
Not to be ignored of course by the accountant when studying pos- 
sibilities of conversion to business electronics is the serious consid- 
eration that must be given to its cost in relation to its advantages. 


How To Deal With Resistance To Change 


PAUL R. LAWRENCE, Assistant Professor of Business Administra- 


tion, Harvard University 
Published in the Harvard Business Review, May-June 1954 


Mr. Lawrence discusses here the problem of employee resistance 
to changes in work methods, in office procedures, in personnel 
assignments, etc. Drawing on his own researches in the field and 
on those of others, he examines the nature of the problem, 
he reports some findings, and he offers ways and means of 
coping with the problem. At the outset, the author states that the 
thesis of this article is that people do not resist technical change 
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as such and that most of the resistance which does occur is unnec- 
cessary. 


First to be considered are two researches concerning resistance to 
change made in a factory setting. The author describes what the 
researchers attempted to do and what the findings were. In brief, 
the first study disclosed that resistance to methods changes could be 
overcome by getting the people involved in the change to partici- 
pate in making it. The second study which probed into the true 
nature of resistance to change indicated that employees do not usu- 
ally resist technical change as such but rather the social aspect 
of the change—the changé in human relationships which accom 
panies technical change. 


The author considers next the significance of these findings from 
management's point of view and how management can attack the 
problem at its source. He states that employee resistance is usually 
created because of certain blind spots and attitudes which staff 
specialists have as a result of their preoccupation with the tech- 
nical aspects of new ideas. Mr. Lawrence explores in detail this 
factor together with others, pointing out that when staff specialists 
introduce changes they are cslenartly concerned with the technical 
aspect rather than the social aspect of the change. If the source of 
the problem can be traced in part to certain kinds of attitudes of 
staff specialists, then, the author contends, management can take 
constructive action. Management can influence these attitudes, the 
author states, by broadening staff interests, encouraging them to 
think in different ways, and pointing out to them the importance 
of their using understandable terms in explaining changes to oper 
ating people. 


The Budget Comes of Age 


JAMES L. PIERCE, Vice President and Controller, A. B. Dick Com- 


pany 
Published in the Harvard Business Review, May-June 1954 


In this article, Mr. Pierce describes in general his concept of a posi 
tive approach to budgeting based on the view “that budgeting rests 
on principles which have more in common with concepts of human 
relationship than with rules of accounting; and that, if these prin- 
ciples are applied, successful practice is inevitable.” The author 
analyzes first the causes for the general unpopularity of budgets 
and then proceeds to discuss the elements of sound budgeting. 


Consideration is given first to the planning and control phases of 
budgeting, their significance and their importance. The effect of 
each upon people involved is fully explored, and each phase is dis- 
cussed in the light of human relationships and attitudes. It is within 
the control area, Mr. Pierce points out that the most mistakes of 
budgeting are made and he proceeds to explain how such mistakes 
and abuses stem from the wrong attitudes of people. 


Mr. Pierce describes the role of the controller in the budget pro 
cess and what his attitude should be. In so doing, he dispells some 
of the misconceptions that have arisen concerning the controller's 
function in the matter of budgets and people. He discusses also 
the relationship between the budget people and the line organiza 
tion in the budget process. 

Lastly, the author presents the following summary of principles 
essential to a sound budget practice. 


1. Establish your budget system on the highest possible level 
of motivation 


2. Anchor your budgeting firmly in a foundation of company 


planning. 
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3. Establish the meaning of control, and then put it into 
practice. 

+. Insist on a clear-cut organization structure. 

>. Arrange for good, common-sense accounting and complete, 
simple, and prompt explanations of the content of the items. 

6. In the field of cost control, use your budget as a tool to be 
placed in your foremen’s hands—not as a club to be held 
over their heads. 

7. Insure the active participation of top management. 

8. See that the controller and his staff express the correct 
attitude for the responsibility they undertake with respect 
to budgets. 


Controller's Function in Top-Level Management 


GLENN A. WELSCH, C.P.A., Professor of Accounting, University of 
Texas 


Published in The Journal of Accountancy, July 1954 


One finds in this article a succinct description of modern controller 
ship. After a brief introduction to the modern concept of the role of 
the controller in business today, the author enumerates the six 
primary functions of modern controllership promulgated by the 
Controllers Institute, and he then proceeds to explain how the mod 
ern controller, as a member of top management, contributes to the 
administration of a business. 


Prof. Welsch discusses first the role of the controller in the light 
of the three basic functions of top management—planning, organ 
izing and controlling. He describes each of these functions, what is 
entailed, and how the controller is involved. He points up the con 
trollership function, its relationship to top management, and the 
emergence of the controller as a business man who, on occasion, 
must also be a salesman. 

Since a large number of controllers have been trained as account 
ants, the author emphasizes the distinction between the controller 
ship and the accounting functions pointing out that accounting is 
one of the many parts of the controllership function. The controller 
should concentrate, he states, on the over-all supervision of the 
various parts of his function, participate in planning and in con 
trolling. Other business areas wherein the controller should partici 
pate are forecasting, taxes and management reports. 


Effective Reporting to Management 


W. E. JACKMAN, Staff of the General Controller, Eastman Kodak 
Company 


Published in Cost and Management, Official Journal of The Society 
of Industrial and Cost Accountants of Canada, May 1954 
Mr. Jackman offers in this article some concrete suggestions con 
cerning more effective managerial reporting by accountants. His 

approach to the subject covers the following three phases 
1. The various ‘receptive levels’ of management and how to 
present information to each so as to motivate action. 
2. The vital control reports required by each management 
level to operate at maximum efficiency. 
3. The ‘do’s and dont’s’ to achieve effective reporting. 
At the outset, the author states that, in planning the presentation 
of information, analysis of the individual or individuals who will 
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use the reports must be made. To illustrate this, Mr. Jackman cites 
a specific case history wherein a Comptroller resorted to the use 
of some unorthodox but highly imaginative reports. 


Mr. Jackman considers each level of management in terms of the 
kind of information needed and how to present it more effectively. 
He begins with the department foremen, then intermediate man- 
agement, distribution management, eneral management (Board of 
Directors) and finally, what he + indirect management (em- 
pavers and stockholders). For each level of management, he out- 
ines the control reports .required, citing as many as ten for all 
levels except the last, indirect management. 


Lastly, the author points out that accountant should continuously 
analyze his reports and compare them with the “Ten Command- 
ments” of effective reporting. He enumerates these ten rules togeth- 
er with suggestions for more effective reporting. 


Subject: Direct Costing and Its Implications In Financial Reporting 
By: ROGER WELLINGTON, Partner, Scovell, Wellington & Co. 


Published in Accounting Auditing Taxes 1953—the Complete Text 
of Papers Presented at the 66th Annual Meeting of the American 
Institute of Accountants. 


In this paper,Mr. Wellington discusses fully from the viewpoint of 
the independent certified public accountant the direct costing 
method. He defines direct costing; he points out how costs based on 
the principles of direct costing are useful in internal reporting; 
and, he cites some of its dangers and weaknesses. 


Most interesting and cogent are the author’s thoughts on the direct 
costing vs. the conventional cost-accounting controversy. Mr. Wel 
lington presents his views in the light of criticisms of conventional 
costing methods made by proponents of direct costing. Each such 
criticism is precisely stated and weighed in his presentation of both 
sides of the argument. His conclusions are fairly arrived at and 
deserve thoughtful and serious consideration. 


Mr. Wellington discusses also the effects of the use of direct costing 
in the balance sheet and in the income statement and how such use 
will affect the independent certified public accountant. 


Subject: Foreign Operations and the Controller 
Published in The Controller, June 1954 


At the 1953 annual meeting of the Controllers Institute of America 
there was a panel discussion on the problems confronting a control- 
ler whose company is engaged in foreign investments. The speakers 
and their subjects were as follows: 


“Business Operations Abroad”—W. S. Swingle, President, National 
Foreign Trade Council, Inc. 


“Foreign Branch Plants vs. Subsidiaries—J. O. Waymire, Trea- 
surer, Eli Lilly & Co. 


“Investment Experience in Canada”—J. B. Lanterman, Vice 
President and Controller, American Steel Foundries. 


“Problems of a Western Hemisphere Trade Corporation”—B. A. 
Olerich, Treasurer, Abbott Laboratories International Co. 


One finds in this paper excerpts from the panel discussion of for- 
eign investments. Of particular interest to internal auditors are the 
remarks of Mr. Waymire concerning just what determines whether 
a proposed foreign operation shall be a branch or a subsidiary. 
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Mr. Waymire cites among other things the factors which control 
such a situation. Consideration must be given to the following: 
the corporate law of the country; the nationalistic attitude of the 
country; policy of a foreign country relative to foreign remittance; 
costs of operation; corporate taxation, etc. 


Auditing: An Introduction to the Work of the Public Accountant, 


2nd Edition 
ERIC L. KOHLER, CPA 
Published by Prentice-Hall, Inc., 1954 


This volume is a new revised edition of an earlier work on the sub- 
ject of auditing. Throughout this book, emphasis is placed on the 
auditor's role in interpreting data rather than in verifying it. Em- 
phasis is also placed on the auditor's role in reviewing internal 
controls. 

The book deals primarily with the work of the public accountant, 
his audit objectives and procedures; standards of statement presenta- 
tion; a typical audit program; illustrative working papers, and 
accounting practices. 


An interesting feature of this book are the chapters on “Procedural 
Review” and “Operations.” In the first, the author discusses fully 
the subject of internal controls; in the second, he examines profit 
and loss details. 


(626 Pages Price $9.00) 
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